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To prepare each student for his specific vocational objective, LAS offers an 
elective program covering a wide range of accounting and allied subjects. 
A thorough foundation in Accounting Elements and General Accounting is acquired 
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tives* shown on the chart those leading to his immediate job-objective. 
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* An elective consists of 10,20, or 30 comprehensive study assignments, as indicated by the length of the bar on the chart. 
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ments) Graduate, the IAS student can broaden his knowledge of accounting and manage- 
ment through study of any, or all, of the other electives, at no additional cost. 


The school’s 24-page catalogue is available free upon request. Address 
your card or letter to the Secretary, LAS, at the address below. 
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THE PRESIDENT’S PAGE 
NTERNAL AUDITING FOR PROFIT—This is our theme for the 
1954-1955 InstiruTe Year adopted last month at our Annual Con- 
ference in Dallas, Texas. 

This is the philosophy of a hard-headed, realistic, businessman. 
Inasmuch as the internal auditor is a practical businessman first, last 
and all the time, it seems a natural choice. Some people may feel that 
a professional organization ought to select a more idealistic, inspiration- 
al or romantic theme. Others will agree with me that it is inspirational; 
that there is a romance to profits. Just read the interesting lives of some 
of our great men who started from scratch and, through superior vision 
and ability, amassed fabulous fortunes that were later used for social 
betterment. 

Indisputably, the anticipation of profits provides the spark to set 
the forces of business in action and. then, continues to feed the fires of 
progress so that they burn ever brighter and higher. It is a well known 
fact that the profit motive is the primary reason for the tremendous 
industrial development in this land of free men, resulting in a healthy 
and dynamic economy with a standard of living unparalleled in the 
history of the world. 

Business success is dependent on profits. Management’s ability is 
chiefly measured by profits. It is no wonder, therefore, that management 
is constantly searching for ways and means of increasing the net earn- 
ings of the business. 

To a great extent, profits result from efficient administration. Since 
the overall objective of internal auditing is to assist management in 
achieving the most efficient administration of the operations of the 
organization, it is obvious that the internal auditor is in an ideal position 
to contribute to business profits. 

An alert and aggressive auditor is constantly waging war against 
fraud, error, waste and inefficiency. These pernicious factors thrive and 
multiply on inattention and complacency. Constant neglect may wipe 
out or seriously reduce profits. Consequently, the auditor has the never- 
ending job of detecting, preventing, eliminating or minimizing these 
profit-eaters. 

The growth of internal auditing in recent years is ample proof of 
management’s mindfulness of the value of this staff function. We will 
surely become an indispensable tool of management if, by our deeds, we 
continually demonstrate that our main target is maximum profit. 


—Henry Davipson. 








APPRAISING OPERATING 
PERFORMANCE” 


By W. T. HAMILTON 


Manager, Customer's Accounting Department, 
Cleveland Electric Illuminating Company 





Each supervisor is concerned with three separate elements in his 
work (1) planning, (2) performance and (3) analysis of performance 
in relation to plans. By studying the basic operations and developing 
quantitative measures, the supervisor is able to analyze and appraise his 
work and to report the results to his superiors. The internal auditor is 
concerned with the development and application of this plan of opera- 
tion as an important means of the internal control of his company. 


N our INstiruTE we stress the two major phases of our overall objec- 

tive of assisting management in achieving the most efficient adminis- 
tration of the operation. The first phase is the protective phase which 
concentrates on accounting and statistical records, asset safeguards, and 
compliance with policies, plans, and procedures. The second major 
phase is the constructive phase. While the Statement of Responsibilities 
lists three activities of the auditor which contribute to the attainment 
of this second objective, I wish to discuss, in effect, only one of them, 
namely, reviewing and appraising performance under the policies, plans 
and procedures of the organization. 


WHAT IS MANAGEMENT? 

We keep talking about assisting management in performing its 
function. Let’s review for a moment what the primary functions of 
management are. 


There are many definitions of the term management, but there is 
no one simple, adequate definition of the word. One writer, a business 
executive, summarizes his basic concept of the term as follows: 


“1. In terms of people, management is usually defined as the direc- 
tion of the efforts of a group of people toward the attainment of the 
objectives of an enterprise. 


2. In terms of action, management is the process of planning 
before action, reviewing during action, and analyzing after action. 





*Delivered at 1953 Southwestern Regional Conference in Tulsa. 
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3. In terms of procedure, management is the determination of 
what is to be done, who is to do it, how well it is done, and how it can 
be done better.” 


Whatever the definition may be, most experts seem to conclude 
that the basic functions of management are three-fold, as follows: 
(1) Planning, (2) Directing, and (3) Controlling. 


It is in this third area of Controlling that the auditor has the oppor- 
tunity and, indeed, the responsibility to function at his highest skill. 


REQUIREMENTS OF CONTROL 


Professor E. D. MacPhee, whose outstanding paper entitled “Scien- 
tific Management Control” rightfully won for its author the coveted 
Thurston Award earlier this year, very aptly cited the confusion which 
results with the use of the term control. He pointed out that the term 
usually connotes some degree of command. I usually read into the term 
some meaning of restriction. I’m sure you'll agree this confusion is 
unfortunate. As Professor MacPhee points out, “the function is that of 
evaluation, appraisal, examination, and investigation.” And he goes on 
to say that the most common means of control is through internal 
reports. 


A decentralized management needs performance analysis report- 
ing to answer at least two of the major problems which arise from 
business growth with its attendant decentralized responsibility and 
authority. 


First, it is difficult for executives at the highest levels of responsi- 
bility to coordinate activities when broad fields of authority are dele- 
gated to lower levels of management. Intervening levels serve to in- 
sulate them from direct knowledge of the operations they are coordin- 
ating. Secondly, another principle problem arises out of some of the 
reporting systems that are established to relay information from the 
work area through successive areas of responsibility. Some systems 
flood top management with so many reports that they tend to defeat 
their own purposes. Human limitations may preclude the executive 
from digesting the reams of data sometimes submitted to him. How- 
ever, condensation of material is only a part of the solution to the large 
problem of how to report information. The great majority of written 
reports fail to include an interpretive aspect that indicates the signifi- 
cance of the data. 


What sort of internal report program, then, should be established 
which will provide, (1) departmental management with factual data 
which shows how well or how poorly his performance is, and (2) which 
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in addition provides data on which higher management can revise its 
planning and improve its directing. 


Or to state it another way, what kind of performance-analysis 
reporting system can be developed to furnish the two important services 
of (1) funneling selected, easily digested information through the organ- 
ization to tell each executive what he needs to know about operations, 
good or bad, within his area of responsibility and (2) of supplying high- 
est management with concise, analytical information needed for com- 
pany-wide coordination. 


I should like to propose the brief outline of a plan whereby every 
member of the management group from foreman or first-line supervisor 
through to the top level participates in reporting an analysis of the per- 
formance of the organizational unit under his jurisdiction. More speci- 
fically this would be accomplished by having each supervisory em- 
ployee: 

1. First, plan the activities of his group of employees. 

2. Second, report on their performance, and 
3. Thirdly, explain why performance did not coincide with the 

plan. 


The first step in a performance analysis program is to develop 
measures of performance to aid in the objective appraisal of operations. 
Professor MacPhee, in his paper, emphasized the need for quantitative 
measurement as one criteria for any scientific work. What are some of 
the areas, then, usually common to all Company operations in which 
performance measures can be established. 


These may be divided into five major areas: Personnel, Workload, 
Productivity, Quality of Work, Costs and Expense. 


PERSONNEL 


The area of personnel measurements includes all significant aspects 
of the work force. Some of the important quantitative measures usually 
readily attainable are number of employees, turnover, total regular 
hours worked, overtime hours expended, the ratio of regular to overtime 
hours, etc. 


The following questions are suggested as a few examples of the 


_ WILLIAM T. HAMILTON is Manager, Customers Accounting Department 
with The Cleveland Electric Illuminating Company. Prior to his present position, 
he served his company as internal auditor and administrative accountant. 


Mr. Hamilton is a graduate of Western Reserve University. He holds member- 


ships in several professional organizations and was international president of Tue 
InstiTUTE or INTERNAL AupritTors for 1953-54. 
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many that may be helpful in appraising operations, problems develop- 
ing or foreseen, and results: 

In connection with number of employees . . . “Are we over-staffed— 
if so, why?” “Are we anticipating losses in the near future?” “Are we 
training employees for expanded operations or advancement?” “Are we 
understaffed—if so, why?” “Are we unable to obtain qualified em- 
ployees?” “What is the effect on operations?” “Is the situation critical?” 


In connection with turnover rate ... “Is it high or is it low?” 
“What are the reasons?” “Are wage rates too low?” “Are working 
conditions unfavorable?” “Are we losing experienced workers?” ““What 
is the quality of the new employees?” 


When looking at man-hours . . . “What is our ratio of overtime to 
regular man-hours?” “What should our norm be?” “Why were overtime 
hours necessary . . . Shortage of personnel; Inexperienced personnel; 


Increased work volume; Backlog of work; Absenteeism?” 


WORKLOAD 

Measurements of workload involve the volume of work handled, 
the volume of new work, work completed, and the backlog at the begin- 
ning and ending of the reporting period. There are many measurements 
available in this area, such as: 

a. Customer orders received 


b. Stores Requisitions processed 


_— 


. Payroll checks issued 

d. Customer complaints received 
e. Deferred maintenance jobs 

f. Invoices processed for payment 


What questions may be asked in this area to aid in evaluating 


performance? When looking at workload as a whole . . . “What is the 
volume of new work?” “Is it increasing or decreasing?” “How do we 
meet an increase in the workload . . . By adding employees; by working 


overtime; by re-scheduling work?” “Are we completing current work 
on schedule?” “What is our backlog?” “Is it increasing or decreasing?” 
“Are we deferring critical maintenance work?” 
PRODUCTIVITY 

In this area we measure the units of work-period expended per unit 


produced. Perhaps you are familiar with such measures as: Man-hours 
per Customer; Man-hours per Job Application Processed. 


Or it is sometimes more effective to consider the reciprocal of this. 
That is, to measure the units produced per unit of work period expended. 
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There are many examples of this second concept of productivity. Some 
of them are: Customers Bills imprinted per hour; Payroll checks issued 
per man-hour; Purchase Orders Processed per man-day; Invoices pro- 
cessed per man-day; Auditing man-hours devoted to inventory audits 
per dollars invested in inventory. 


Some of the questions that might occur regarding productivity 
are... “Is it good or bad?” “At what level should our productivity be?” 
“How does it compare with past performance?” How does our produc- 
tivity affect our backlog?” “What are the factors affecting our produc- 
tivity?” “If it is lbw—why?” “Is it due to shortage of materials, shortage 
of personnel, inexperienced personnel, poor quality of personnel, or lack 
of equipment maintenance?” “Can we improve our work methods?” 
“Can we further mechanize our operations?” ““What has been the per- 
formance of our equipment?” “Do we have a good load factor on all 
equipment?” “How do we stand on man-hours per customer?” “Is the 
trend up or down?” ' 


QUALITY 

The area of quality measurements involves the determination of 
how well the job is being done. Measures of work quality have been 
used for years as an aid to efficient management. What are some ex- 
amples of our measures of performance quality? 

a. The number of complaints received from customers may gauge 
the overall company performance. 

b. Number of union grievances may gauge the supervisory capa- 
bilities in the employee relations field. 

c. The number of errors per customer bill produced. 

d. Number of typing errors per 100 words typed. 

e. Amount of scrap. 

f. The ratio of accounts receivable at month end to monthly rev- 
enues would measure the quality of a Company’s credit and col- 
lection activities. 

Some questions to ask when looking at how well the job is being 

done follows: Is the quality of our work improving or deteriorating? 


How is our quality affected by . . . Caliber of employees; Employee 
training or morale; Condition of equipment; Working Conditions; 
Workload? Can it be improved by . . . Introducing new equipment; 


Changing work methods? 


COSTS AND EXPENSE 


This last area could include both raw and unitized measurements 
of costs and expense. This area really could cover thousands of different 
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items. For instance, in the field of other than labor costs, expenditures 
may be increasing or decreasing. 


A recitation of such a situation and its significance would be cov- 
ered under this caption. Another example of measurement in this area 
could be average cost per mile of operating vehicles. 


Looking at our labor dollars we might ask the following questions: 
Is the trend up or down? If the trend is up—Why? Are all of our activi- 
ties necessary? Can we justify the cost of each department or division? 
Should we make or buy? 


In connection with other-than-labor costs and expenses . . . What 
is the relation to forecast? Is it above or under—Why? What are the 
units making up these costs? Are they necessary? Are we as cost-con- 
scious as possible? Is there a better method of obtaining results? 





So far, we have discussed the measurement of: Personnel, Work- 
load, Productivity; Quality of work, Cost and Expense. 
These measures of performance will enable us to “count” per- 


formances—to obtain objective, measureable data to support analysis of 
operations. 


And at this point I might suggest that graphic presentation of such 
data, to the fullest extent possible, is a must. Graphs, charts and curves 
tell the story so much more vividly than the written word—and so 
much quicker. 


PERFORMANCE COMPARISONS 


Now that we have developed the counts or the measures of per- 
formance, let’s consider for a moment the performance comparisons. 
Here is where we use yardsticks by which to complete our evaluation. 
A performance comparison relates a measure of performance to some- 
thing else in such a way as to reveal the quality of the performance. 
This something else is the yardstick. There are three principal types of 
comparisons. One is comparison with our own prior performance. The 
second is comparison with budget, standard, forecast, or bogey. The 
third, and by far the most difficult to obtain, is comparison with objec- 
tive standards. 


For instance it is not enough to know that an average of 318 bills 
per hour per biller were produced on a utility billing machine. Is this 
a poor performance, a passable performance, or a very good one? From 
the figure 318 we can’t tell, but we begin to tell when we hold up a 
performance yardstick to see how our performance compares. One 
yardstick is our own performance in prior periods. Maybe 318 is less 
than produced in prior periods, perhaps it is more. Another yardstick 








12 The Internal Auditor 


is our forecast. Perhaps comparison with the forecast or budget is more 
effective because our forecasts are made to reflect all-over plans and 
conditions, and may have incorporated therein provision for an im- 
proved method not reflected in our past performance. The most effective 
comparison, however, would be to an objective standard over which 
we have no control. For example, if we know how 318 bills per hour 
production compare with the production rate of a comparable company, 
with the same machines, and similar rate schedules we could better tell 
whether our performance was good, bad, or excellent. 


Another example I might cite of a good objective standard is one 
we use in our company in connection with appraising performance of 
our Building Services group. A cost-of-cleaning index for the Cleveland 
region is issued by the Building Owners and Managers Association. This 
allows us to compare, on a per square foot basis, the costs of cleaning 
our general office building with average cleaning costs in our region. 


I would also suggest that the Research Committee Report No. 1, of 
our own INstITUTE covering “Organization and Operation of an Internal 
Auditing Department” is an excellent basis on which to compare your 
own auditing organization and practices with those of many other indus- 
tries. This would be an excellent objective standard for use in comparing 
audit practices followed. 


From an analysis of these performance comparisons it becomes less 
difficult to answer the question, “How are we doing?” From these can 
be developed, also, answers to where we are heading, because trends 
are easily determined by plotting the various data for several periods 
on a graph. A knowledge of the trend is invaluable in effective planning. 


However, the primary benefit is in the ability to get a more sound 
evaluation of operating performance. 


As I suggested, each member of management should prepare some 
sort of informative and interpretive performance analysis report, pre- 
ferably once each month, covering areas common to other operating 
units. Emphasis should be placed on reporting the significance of the 
data. This report could be reviewed by the immediate department head, 
summarized and relayed upward. By a series of such reviews, the 
appraisal of the operation gets to top management in some standardized 
concise, and graphic form. Such a system is invaluable, first to the 
individual responsible for the immediate work output because, in his 
analysis of the situation, he is forced into some corrective action. Sec- 
ondly, top management is better informed and better able to coordinate 
over-all company plans. 
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ROLE OF INTERNAL AUDITOR 
Where does the internal auditor fit in this picture? 


First, I believe every auditor should be aware of the existence and 
potential of any control system which could be useful to his manage- 
ment. 


Secondly, this is an internal control system, evaluating perform- 
ance, which the internal auditor himself could be called upon to direct. 


If someone else in the organization is asked to be responsible for 
its inception and direction, certainly data gathered is a number one 
source from which the auditor can obtain leads for further audit review. 


In conclusion, let me say the establishment of such a system is 
far from an easy task. Many months of study will be required to assem- 
ble all the various work counts to be used, and this should be a continu- 
ous study. Second, considerable analysis will be required to determine 
what subjective performance comparisons should be used. Third, the 
most difficult effort will be in acquiring good, sound objective perform- 
ance comparisons. Fourth, organizing the company for the reporting 
system will, no doubt, cause some headaches. Last, some objections will 
be raised at the introduction of “more reports.” 


However, I can assure you that such a system will pay off. Once 
it is organized and functioning properly, the operators will swear by it, 
and not at it. 








AUDIT OF CONSTRUCTION 
CONTRACTS * 


By A. J. GREGORY 


Supervisor, Internal Audit Division, 
Wisconsin Electric Power Co., Milwaukee, Wisconsin 





A very large volume of capital expenditures has been a feature 
of war and post-war years—and much of this has been handled by con- 
tractors under cost-plus arrangements. Current and complete audit of 
all such arrangements is essential, since a cost-plus contract provides no 
incentive to the contractor to reduce costs or to be economical in his 
work. These lacks must be filled by the company’s construction engi- 
neers and internal auditors. 





URING the past decade industry in general has been expanding 

its physical facilities at an unprecented rate. This expansion has 
taken place during a period of spiraling increases in construction costs. 
In the past, many companies have regarded construction as being pri- 
marily an engineering problem and have relied on their engineering 
staffs to control the costs as well as to direct the construction. However, 
the recent shift in emphasis to the use of cost-plus construction con- 
tracts with their attendant record-keeping requirements has brought 
about a situation where the cost control and accounting problems can 
no longer be delegated to engineering personnel. As a result of these 
factors, the internal auditor has had to assume a new, major responsi- 
bility in a field that has, until very recently, been neglected. 


Basically the problems involved in auditing construction contracts 
and in controlling costs are common to all types of industries. The pro- 
cedures which have been developed in our company can readily be 
adapted to meet the needs of your own organizations. 


Our procedures recognize that there are two basic types of con- 
struction contracts: (1) lump-sum contracts and (2) cost-plus con- 
tracts. There are several variations of these types of contracts such as 
lump-sum contracts with escalator clauses, combination contracts where 
certain types of equipment are purchased at a fixed amount and the 
installation is performed on a cost-plus basis, and unit price contracts. 


*Delivered at meeting of Rochester Chapter. 
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The latter actually can be either lump-sum or cost-plus depending upon 
whether the number of units can be ascertained in advance or controlled 
by the company, or whether the number of units is indeterminate or 
controlled by the contractor. Essentially, however, contracts can be 
considered under the two basic categories and audit procedures should 
be applied accordingly. 


Simple lump-sum contracts which provide that specified construc- 
tion work is to be performed for a fixed stated sum do not require special- 
ized auditing procedures. A determination must be made by the com- 
pany’s engineer-in-charge that the work has been performed in accord- 
ance with the specifications of the contract; the auditor is then con- 
cerned only that payments authorized by the engineer are made in 
accordance with the terms of the contract. This does not mean that 
these contracts warrant only a superficial review by the auditors. Orders 
for extra work are frequently issued on this type of contract, and the 
auditor must scrutinize these carefully to determine that there are no 
cost-plus features incorporated in them. Occasionally an order for extra 
work is issued to provide a price adjustment on the original lump sum, 
rather than to authorize additional work to be done. 


Cost-plus contracts, however, present an entirely different problem. 
Accurate records must be maintained of all materials, labor and equip- 
ment used on the job in order that the contractors’ billings can be veri- 
fied. Payments of amounts due to the contractor must be in accordance 
with the terms of the contracts which, because of the various cost ele- 
ments involved, are more complicated that the terms of a lump-sum 
contract. Cost-plus contracts also differ from lump-sum contracts in 
that the former are not self-policed by the incentive for efficiency. 
Under the provisions of a lump-sum contract, the contractor’s profit is 
determined by the difference between his cost and the amount of the 
contract, which provides an incentive for efficiency. Under the pro- 
visions of a cost-plus contract there may actually be an incentive to be 
inefficient. When the profit fee is determined as a fixed percentage of 
cost there is an incentive to keep costs at a high level and thereby 
increase the profit. When the profit fee is fixed, there is an incentive 
for the contractor to pay labor premiums, and use excess items of rental 
equipment in an effort to speed up the completion of the job. Because 
of these various factors, cost-plus contracts require detailed auditing 
procedures to determine that the company pays only for labor, materials, 
and equipment used on the job; to determine that all such items were 
needed for the job; and to ascertain that the payments are made in 
accordance with the terms of the contract. 


In order to develop an adequate program for auditing charges 
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performed under the provisions of cost-plus contracts, the auditor 
should become thoroughly familiar with all of the terms of the contract 
he is going to audit. One of the best ways to do this is to brief each con- 
tract. He should then give consideration to the following matters: 
1. What procedure has been established for verifying labor, mater- 
ials, and rental equipment used on the job? 


to 


What procedure has been established for reporting the results 

of these verification operations to the accounting department? 

3. How does the accounting department use these data to verify 
the accuracy of the contractor’s billings? 

4. Are the contractor's billings in accordance with the terms of 

the contracts? 


The manner in which these functions are performed at the oper- 
ating level will vary considerably from company to company. For ex- 
ample, in some companies verification in the field may be left to the 
engineering personnel while in other companies the verification of 
charges may be the responsibility of the accounting department. Re- 
gardless of whether the verification operations are performed by engin- 
eering or by accounting personnel, it will probably be necessary to set 
up an auditing program which will operate on a continuous basis rather 
than on a basis of scheduled periodic audits. This program will norm- 
ally include a full-time field auditor for major construction projects, 
and provide for periodic test checks of minor construction jobs at vari- 
ous locations. The continuous type of audit is highly desirable because 
of the large amounts involved in construction work and the substantial 
reduction in these costs which can be realized if verification procedures 
and contract payment processing procedures are constantly reviewed. 


In smaller companies where the size of the auditing staff will not 
permit this arrangement, the auditor will probably have to be satisfied 
with test check coverage, giving primary attention to the adequacy with 
which operating personnel are performing their verification work. 


There is much value in the type of audit which is performed be- 
fore the payment is made to the contractor. This permits the auditor 
to observe the work being performed in the field and to make such tests 
as are necessary to determine that the contractor's timekeeping is accur- 
ate. It permits the auditor to make his test checks of materials and 
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rental equipment at a time when it is still possible to investigate these 
matters. Any controversial items can be settled with the contractor 
before payment is made for them. 


On the other hand, a post-audit based upon a review of the con- 
tractor’s books and records made at a time subsequent to when the 
work was done and payment was made is largely time wasted. Such 
an audit assumes that the contractor’s records are correct and reflect 
what actually took place in the field, which is not necessarily true. 
There was a case where a retail establishment made a major addition 
to its retailing facilities under a cost-plus contract. No auditing work 
was performed while the work was in progress. At some time subse- 
quent to the final payment, the store sent its auditor to the contractor’s 
office to check his records. It is difficult to imagine what the retail store’s 
management hoped to accomplish by this type of audit. In order to be 
of any value the audit must begin at the job site and be performed while 
the construction work is in progress so that labor, material, and equip- 
ment can be checked as they are employed on the job. Trying to deter- 
mine the correctness of a contractor’s billings by reviewing his books 
is about the same as if the store permitted its merchandise receiving 
department to accept merchandise on the basis of vendors’ delivery 
tickets without actually counting before placing the merchandise in 
stock. 


The basic work performed in auditing construction contracts is 
done in the field. Let’s consider the verification of labor. On major 
construction jobs, daily unscheduled field checks of all workmen on 
the job should be required. The primary objective of this check is to 
determine that all the men appearing on the contractor’s time sheet are 
actually on the job. When a time clock is used by the contractor, per- 
iodic checks should be made to see that each man is clocking only his 
own time card and that this operation is performed when the men 
actually report on or off duty. Incidental to this objective, it should be 
determined that workmen are performing the kind of work correspond- 
ing to their labor classification and pay; that the same workmen are not 
reported by both the prime contractor and sub-contractors; that 
labor performed on a cost-plus basis is distinguished from that done on 
a lump-sum basis. Billing irregularities resulting from the improper 
accounting of labor charges occur fairly frequently, particularly in 
those construction projects where it is a common practice to shift work- 
men between jobs and between contractors. When these shifts occur 
between cost-plus and lump-sum jobs, billings on a cost-plus basis for 
Jump-sum work are not uncommon. On a few occasions duplicate bil- 
lings from contractor and sub-contractor have also been encountered. 
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Another matter relating to labor charges which require verifica- 
tion by the auditor is the amount of overtime spent on the job and the 
actual need for the contractor to use overtime help. It is usually neces- 
sary to make a separate computation of the total labor at regular rates, 
and the amount of premium pay involved because the latter will norm- 
ally not bear as high an overhead rate as the regular labor charges. For 
example, our company has cost-plus contracts on which the overhead 
applied to straight time labor runs as high as 62% for profit, insurance, 
equipment, payroll taxes, etc., while the corresponding premium time 


is subject only to a 444% overhead to cover payroll taxes. 


In many localities it is an accepted practice to give travel allow- 
ances as additional compensation for the time spent and distance trav- 
eled between the workmen’s homes and the job site. Not only must the 
auditor verify that the proper amounts are being paid, but he must 
also determine that they are paid only to those workmen eligible to 
receive such payments. It is also necessary to determine that these 
amounts are given the proper accounting treatment for payroll tax pur- 
poses in accordance with recent decisions made by the Bureau of In- 
ternal Revenue. 


The procedure for verifying materials and rental equipment should 
include a physical check of all items as they are delivered to the job 
site. Any differences in the quantity and description of items received 
from those listed on the vendor’s delivery tickets should be followed up 
promptly. Materials which are returned to the vendors by the con- 
tractors should be checked to see that proper credit is obtained. Rental 
equipment should also be checked when it leaves the job site. In verify- 
ing rental equipment it is necessary to determine not only that the 
equipment is on the job but that it is being used. We must distinguish 
between items of material and equipment which are used on cost-plus 
jobs from those which are used on lump-sum jobs. On cost-plus jobs 
we must further distinguish between items of equipment which are on a 
rental basis and those which are furnished under the provisions of a 
fixed overhead or a lump sum payment. The rental charge for equip- 
ment normally includes an allowance for ordinary maintenance. There- 
fore, it is necessary to investigate the breakdown of equipment in the 
field to ascertain whether the failure was due to normal wear or whether 
it was caused by unusual circumstances which would justify a repair 
charge. 


Other items which may require special treatment include con- 
tainer deposits and state gasoline taxes. A record should be maintained 
of oil drums and containers on which deposits are recoverable when the 
containers are returned. In Wisconsin the state tax on gasoline is a high- 
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way use tax, and that portion of the tax paid which represents the 
use of gasoline for non-highway purposes is recoverable. Even at only 
4¢ a gallon, this refund can be sizable on a large construction project. 
This tax is given comparable treatment by some other states, and the 
auditor should check into this matter. 


The field verification work is important only insofar as the data 
it provides can be used to verify the accuracy of the contractors’ invoices. 
This means that it is necessary that there be a well established procedure 
for reporting the results of the field verification operations to the 
accounting department. This will require a high degree of cooperation 
between the auditors and the engineers. In our experience, where the 
actual verification work is performed by engineering personnel, we 
have found that, once the initial resistance to new procedures was 
overcome and the installation of field verification procedures com- 
pleted, the engineering departments have not resented a continuous 
audit of their work. In fact, we have had some difficulty in dissuading 
them from turning over the major part of the verification work to the 
auditors. 


Perhaps a description of the field verification forms used by Wis- 
consin Electric Power Company and a brief explanation of their use 
will illustrate how the work performed in the field can be recorded for 
use by the auditors. Each day the company’s field personnel prepare 
a “Daily Construction Report” for each cost-plus contract. This report 
contains a brief description of the work performed by the contractors’ 
workmen and shows a breakdown of their hours by type of labor, by 
account to be charged, and by premium hours. It also shows the number 
of travel allowance units by labor classification. All material receiving 
reports issued during the day which itemize all receipts of materials 
and equipment are also cross-referenced to this report. The daily con- 
struction reports are based in part upon the contractors’ time records 
and in part upon the results of the verification operations performed 
by the field personnel. The field auditor makes test-checks of these 
reports each day, and makes an independent verification on a test-check 
basis of labor, materials, and equipment by means of which he can 
verify that the reports are being prepared accurately and that field 
personnel are performing their work satisfactorily. When he is satis- 
fied that the reports are accurate, they are submitted to the accounting 
department where they are priced, extended, and footed for subse- 
quent use in verifying the contractors’ billings. 


When the billings are received from the contractors, the data 
obtained from the field is used to verify the correctness of the items 
billed. It is also necessary to determine that the items and amounts 
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billed are in accordance with the terms of the contracts. For example, 
are labor rates and payroll taxes in accordance with the terms of the 
contract? Has the unemployment tax rate charged by the contractor 
been checked to determine whether it is the actual rate paid by him 
and whether he is allowing for the tax-exempt portion of wages? One 
of our largest recoveries on payments which had been made to con- 
tractors prior to our audit of contracts, consisted of unemployment tax 
charges at a rate in excess of the contractors’ actual cost and payroll 
taxes applied to tax-exempt wages. Our recoveries on this type of over- 
billing amounted to approximately $55,000. 


There are other factors to be considered by the auditor in review- 
ing contract payments. Is overtime work properly authorized? Are 
supervisory labor charges to be absorbed by the contractor’s general 
fee? How are materials and equipment rentals priced? Are cash dis- 
counts taken by the contractor passed on to the company? When the 
contractor’s general fee is computed as a percentage of labor charges, is 
it properly applied? This phase of verifying the propriety of contractor's 
billings is difficult because it involves an interpretation of the terms of 
the contract. In many cases it will be found that the terms of the contract 
may not actually state the intent of the contract. For example, a contract 
may provide that a percentage for overhead and profit is to be applied to 
the total labor cost, when it was actually intended that the percentage 
be applied only to straight-time labor exclusive of premium time. 


Where the terms of the contract provide for public liability and 
property damage insurance at actual cost and they are applied as a 
percentage of payroll charges, a determination must be made that the 
rates charged reflect the contractor’s actual costs. When this insurance 
is carried with mutual companies, it is also necessary to ascertain that 
any dividends paid to the contractor are passed on to the company. 
Another form of insurance where it is necessary to review quite care- 
fully is the performance bond required on some contracts. A case was 
encountered where premiums for this bond were paid by the contractor 
and billed to the company. However, the flat rate per thousand billed 
by the insurance company was incorrect, since a reduced rate was ap- 
plicable to that portion of the contract where the charges exceeded two 
million dollars. This discrepancy was brought to the attention of the 
insurance company and approximately $3,300 was recovered. 


It is possible that, by the time the audit has reached this stage, the 
auditor may find that many contract terms are ambiguous, making it 
difficult to determine whether the payments are being made in accord- 
ance with the intent of the contract. One solution to this problem is 
for the auditor to refer all such matters to the departments negotiating 
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the contracts, so that these terms may be clarified or eliminated in 
future contracts. Another solution, followed by some companies, is to 
route contracts to the auditing department before they are signed so 
that these troublesome terms can be spotted and disposed of before the 
negotiations are completed. 


On most internal audits, it is difficult to measure the value derived 
in terms of dollars because the value is of an intangible nature. How- 
ever, on contract audits, we can realize definite tangible values in 
terms of dollars. Our experience has been that the amounts recovered 
from errors and irregularities in the contractors’ billings discovered by 
the auditors have more than paid for the auditing costs. During the past 
three years that we have been making a continuous audit of cost-plus 
construction contracts, we have disallowed or recovered overbillings of 
contractors’ invoices for a total of approximately $120,000. This does 
not take into consideration the intangible savings which were realized 
by the elimination of the repetitive types of errors and irregularities and 
by the preventive effort on further errors by the contractors which 
could have run into very sizable, additional sums. 


LISTING OF COMMON ERRORS FOUND IN PROCESSING 
COST-PLUS CONSTRUCTION CONTRACT BILLINGS 
Labor 
Incorrect rates 
Incorrect classification 
Incorrect computation of overtime 


Time charged not spent on job 
Extensions 


(double or time-and-a-half) 





Taxable status on welfare payments 


Material 
Duplicate billing 
Material not received 
Pricing and extensions 
Not required for job (signs, cushions, etc.) 
Credit not received for material returned 
Material stolen from job site 
Discounts not allowed 


Equipment 
Incorrect rental rates 
Equipment ordered returned but not returned 
Rental charged on break-down time 
Repairs not chargeable 








22 The Internal Auditor 
Extensions 
Unnecessary equipment on job 
Rental equipment versus ownership 





Other 


Amounts billed in excess of lump-sum sub-contracts 

All work, as specified in lump-sum sub-contract, not completed 
Excess payroll taxes 

State gas tax not chargeable 

Travel expense not applicable 

Computation of fees, overhead 

Lump-sum work also billed on cost-plus basis 

Excess premium on performance bond 








KEEPING THE TAX LIABILITY 
AT A MINIMUM * 


By ROBERT R. SCHORN 
Tax Manager, West Virginia Pulp & Paper Co. 


Corporations and individuals are vitally affected by the major 
increases in taxes in the past thirteen years. An essential for holding tax 
liability to a minimum is a knowledge of the operations of the business 
—where and how property is maintained and inventories and sales are 


handled. 


The internal auditor’s first-hand knowledge of the physical struc- 
ture and operations of his company can be of very great value in bridg- 
ing the gap between the accounting records and the requirements of 
federal, state and local taxing authorities. 





| Be grmicape the high federal taxes on income that have obtained since 
1940 plus the increasing impact of state and local taxation in the 
last ten years or so, many managements have been slow to recognize the 
importance of the tax function in their organizational scheme. As a 
consequence, we find that in all but a few companies the tax depart- 
ment, if indeed there is a tax department, is understaffed. This being so, 
the tax executive relies to a considerable extent upon the accounting 
department for various analyses and the development of necessary in- 
formation, not only for reporting purposes but often in connection with 
the audit and review of a previously filed return. 


The development of accounting information for tax work can fall 
quite naturally within the province of the internal auditor, particularly 
if the company maintains plants and offices in more than one location. 
Often the internal auditor is the chief liaison between the various loca- 
tions and the head office in all matters pertaining to the accounts. And 
while initially at least his duties may deal largely with matters of in- 
ternal control, once appropriate measures have been instituted to pro- 
vide for adequate control, more time becomes available to extend his 
activities to special studies and to assist local accounting personnel in 
their manifold problems, which of course, include the development of 
necessary tax information. 


*Delivered at Technical Session Meeting of New York Chapter. 
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TAX SAVING 


Since the principal objective of tax administration is the minimiza- 
tion of tax liability, perhaps it would be well at this point to discuss 
briefly what is meant by tax saving. The term is much abused and 
often a so-called tax saving may consist only of a postponement of tax 
rather than an actual saving. At the federal level, however, real tax 
saving arises any time that items of income can be subjected to a lower 
tax rate than would otherwise apply or where deductions can be taken 
at a higher tax rate. 


For example, if an item of income can be made subject to the capital 
gains tax rate rather than to the ordinary tax rate, a saving is effected. 
Another instance would be where tax rates change from one year to 
another and controllable items of income or expense can be made sub- 
ject to the higher or lower rate as the case may be. Sometimes, deduc- 
tions actually may be lost through incomplete accounting control. In 
such a situation, the discovery of an unknown deduction would be a 
true tax saving. 


In this connection, you are reminded that perhaps the largest single 
difference between tax accounting and financial accounting lies in the 
legalistic approach which tax accounting follows. The principal reason 
for this is that tax accounting is subject to the effect of statute of limi- 
tations, whereas financial accounting is not. Accounting-wise, a charge 
that might properly have been made, say five years ago, if all the facts 
had been known at that time, would nevertheless be made currently, 
and that disposes of it insofar as the accounts are concerned. Tax-wise, 
however, an item of deduction, at least, is supposed to be taken in the 
year in which it properly belongs and technically may not be allowable 
as a deduction in a later year. Since the earlier year may be statute- 
barred, the risk of losing a deduction in its entirety must always be 
considered. 


Of course, if excess profits taxes are involved, the possibilities of 
tax savings become magnified, either through adjustments which will 
increase the excess profits credit, or through adjustments which will 
reduce income subject to excess profits tax. 


At the state level, and particularly as applied to state income taxes 
or franchise taxes measured by income, true tax savings arise when the 
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apportionment fraction can be reduced or where particular items of 
income can be excluded from entire net income to be apportioned. At 
the local level, a substantial amount of savings can often be made 
through the exercise of vigilance, education, and follow-up in the matter 
of sales and use taxes, and by acquiring some familiarity with certain of 
the more obvious aspects of property tax administration. 


FEDERAL TAX SAVINGS 


Let us discuss these areas of tax saving in the order first of federal, 
then of state, and finally local. Taking the federal first since it domin- 
ates the picture, it should be mentioned that in any situation it is entirely 
possible that practically every balance sheet account with the exception 
of cash may have a tax basis that differs from its book basis. To account 
for the tax basis requires running reconciliations each year between 
book and tax, the maintenance of tax basis balance sheets and the prov- 
ing of changes in invested capital from year to year. It is surprising, 
however, that many companies do not maintain these records, and to 
bring them up to date can be a formidable undertaking. The internal 
auditor can assist materially in working up these records and at the 
same time acquire an excellent background in tax accounting. The 
development of tax basis balance sheets is the only certain way that 
complete control can be kept of deductions which may otherwise become 
lost. If tax basis balance sheets are not prepared, the internal auditor 
should investigate what controls are exercised over allowable deductions 
not appearing on the books. Examples of these deductions are past-serv- 
ice pension costs, and depreciation arising from repair charges that have 
been capitalized for tax purposes. 

Turning to another aspect of tax savings at the federal level, let us 
consider the case of capital gains. Sec. 117 (j) of the Internal Revenue 
Code provides for the capital gains treatment of net gains from sales or 
exchanges of certain property used in the trade business. Many possi- 
bilities exist for creating capital gains on sales or exchanges of assets 
which meet its statutory definition, which gains might otherwise be 
lost in the accounts under the guise of miscellaneous income or some 
other appellation. The internal auditor should be thoroughly familiar 
with Sec. 117 (j), which applies not only to sales and exchanges but 
also to gains or losses from involuntary conversions of property. 


Thus, insurance recoveries of all kinds should be thoroughly re- 
viewed in order to determine the exact facts. It will often be found 
that where a fire or other loss has been sustained, the insurance recovery 
exceeds the adjusted book basis of the assets affected—in other words, 
there is a book gain. Such a gain falls under 117 (j) (unless the tax- 
payer chooses to employ the nonrecognition provisions contained in 
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Sec. 112 (f) I.R.C.) but often improper or loose accounting will result 
in the credit being made against some expense account or against cost 
of goods sold or to miscellaneous income. 


Usually the internal auditor will have occasion to investigate all 
areas that may produce miscellaneous income, since experience has 
taught that the control of non-recurring income items is more difficult 
to maintain than the control of transactions that take place in the ordin- 
ary course of business. Investigations may disclose, for example, that 
depreciable assets such as used machinery, employees’ houses, and some- 
times plant land and buildings are sold, but little may be known about 
it at the home office, particularly if an inadequate control of fixed assets 
is maintained. In this connection, the relieving of fixed asset accounts 
has always presented a problem to management, since often the engi- 
neers and operating people who have most to do with the disposal of 
this type of asset fail to report changes to the home office. Many assets 
may, in fact, have been abandoned, but are still carried in the accounts. 
Obviously, the full advantage of write-offs is not being availed of when 
such situations exist. 


The internal auditor will usually have considerable exposure to the 
eternal capital vs. expense situation, and his duties may extend to re- 
viewing accounting treatments in this category. If obvious errors are 
discovered in the course of his work, the bringing of them to light can 
be extremely helpful, not only to management for accounting and oper- 
ating purposes, but also to the tax executive for tax purposes. 


Where substantial changes in top effective tax rates between one 
year and another occur, as for example, December 31, 1953, when the 
excess profits tax expired, any involved operation usually can produce 
many charges which either may be controllable in nature insofar as 
actual booking of them in the accounts is concerned, or which may rep- 
resent an accumulation over a period of time which has suddenly come 
to light. To obtain the most favorable tax treatment for these charges 
is a relatively easy decision to make since it becomes simply a matter 
of attempting to claim them in the highest tax year. But bringing them 
to light is not easy and often they become known only through the pas- 
sage of time, i.e., by hindsight. To the extent that the internal auditor 
can substitute foresight for hindsight by his investigations, the tax 
treatment is brightened. It is always easier, for example, to incorporate 
an unusual deduction both on the books and on the tax return and 
receive tax benefit from it in such a manner, than it is to discover some- 
thing a year or two after a return has been filed and then attempt to 
prevail upon an examining agent to allow it as an audit adjustment. 


Finally, the internal auditor can perform a service by reviewing 
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deferred charges, accruals, provisions for bad debts, depreciation, and 
expense items which might be carried in construction in progress, all 
of which may be accepted by the general accountant without sufficient 
objectivity owing to his daily contact with them. 


STATE TAX SAVINGS 


Unlike federal taxes, which are based upon total income, state in- 
come taxes or state franchise taxes measured by income attempt to 
assign a geographical tag to income, which is to say that they attempt 
to measure the amount of the taxpayer’s entire net income which is 
reasonably attributable to operations conducted within the state’s geo- 
graphical borders. This is impossible to do with accuracy, of course, 
and as a consequence, the most scientific formula of apportionment, or 
the most scientific attempt to impose direct accounting can never pro- 
duce a true result. Often, the tax base is much more than it really should 
be from any objective approach, and it must be said in all truthfulness 
that often the reverse is true, namely, that a company is getting off 
lightly in a particular state. Be that as it may, a major area for tax sav- 
ings opens up when either direct accounting or as more often, the form- 
ula method, is employed. 


The most common type of apportionment formula, namely, the 
so-called Massachusetts formula, employs the three factors of tangible 
property, payroll, and receipts. Despite somewhat rigid statutory defi- 
nitions as to what constitute each one of these factors, there is often 
a fair degree of latitude that may be employed in applying them. How- 
ever, the application of variations depends almost exclusively upon 
knowledge of what the actual facts are, and since the facts are usually 
accounting facts, the internal auditor is in an excellent position to 
unearth them. 


Let us consider a few examples. In the tangible property factor 
(which, incidentally, is one factor to be found in practically every 
apportionment formula) the relationship of tangible property within 
the taxing state to tangible property everywhere is determined. Some of 
the states call for book values either gross or net; others call for value 
without any further explanation. Often, it will be found that inventory, 
which is one of the tangible assets, may be on the book at one location 
but physically present in another. The most common example of this is 
inventory in transit at the end of the year. Another example would be 
where inventory is in the hands of a consignee in some other state but 
still carried as regular inventory on the books. Frequently, one location 
will loan inventory to another to be repaid at some later date but the 
books do not reflect this fact. Since most statutory formulas contemplate 
only tangible assets physically within the state, obviously an adjustment 
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to the opportionment factor is justified when any one of these situa- 
tions is present. Frequently an inventory can be shifted to a state which 
either has no income tax at all, or a less burdensome tax. 


The payroll factor attempts to measure the relationship of payroll 
within the taxing state to payroll everywhere. Upon inspection, it will 
often be determined that this relationship is not easy to establish. An 
employee may devote his entire time in a particular state yet be 
shown on the books as operating or being paid from a location in another 
state. The exact wording of the taxing state’s statute as to payroll must 
be taken into consideration since the state will usually seek to include 
in the payroll numerator all the employees controlled from a point 
within the state, irrespective of where the services of such employees 
are performed. Most states will yield, however, on a showing that em- 
ployees are always outside of the state and that they are paid as a matter 
of convenience from some point within the state. The development of 
factual data concerning where employees work should not be too diffi- 
cult but it is information which may not necessarily be reflected by the 
accounts. The internal auditor, because of his greater contacts with field 
operations, is in a good position to report on variations of the payroll 
factor. It should be mentioned in this connection that a justified adjust- 
ment of the payroll numerator might not be productive of too much 
tax in any one year but the cumulative effect over a period of years can 
become significant. 


If the taxing state’s apportionment formula includes a receipts 
factor, the auditor should look in the accounts for items of receipts as 
belonging to a particular location, which may actually be attributable 
to some other location. It is surprising, for example, how often small 
warehousing operations may become established, which although they 
are probably completely familar to the sales people, not to mention the 
general accounting department, may be completely unknown to the tax 
executive. Many states will credit sales to the place where materials 
left the warehouse and, while this does not necessarily mean that overall 
taxes are reduced, it nevertheless is an adjustment which should be 
taken into consideration. 


Rental income is another item of receipts which deserves investiga- 
tion. Many state’s taxing formulas treat rent as a direct accounting mat- 
ter, including it in full, without apportionment, if it relates to an asset 
situated within the state, and conversely excluding it in full if it relates 
to an asset situated outside the state. In this connection, it is also import- 
ant to know just how the rental income item is arrived at in the accounts. 
Often, related depreciation may be pulled out and merged with total 
depreciation. This should, of course, be restored if such is the case, since 
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it may result in certain situations in converting a net income result to 
a net loss. 


LOCAL TAX SAVINGS 


Under the general subject of local tax savings, with the majority 
of companies local taxes mean sales and use taxes, and property taxes. 
At the present time thirty-two states impose sales and use taxes at the 
state level. By enabling legislation, many of these states have in addi- 
tion permitted cities and counties to impose sales and use taxes or varia- 
tions thereof, such as gross receipts taxes. The proper administration of 
this type of tax entails the making of determinations of tax liability day 
after day. Of necessity, and after a period of instruction and supervi- 
sion, these daily determinations are discharged by somebody down the 
line whose duties usually tend to be of a clerical nature. Experience 
has taught that a considerable degree of review is justified in the admin- 
istration of this type of tax, but since the tax executive doesn’t always 
visit the different locations as much as he might like to do, and since 
the internal auditor usually visits them frequently in the course of his 
work, the latter can perform a service towards minimizing tax liability 
in this area. Of course, to do a proper job he must become familiar with 
the law and its applications to the company’s particular situations. 
Thereafter, he should follow up the reporting of this tax by the local 
offices, particularly when the tax that is being developed is significant 
in amount. It need hardly be mentioned that if sales and use taxes are 
overpaid, it is an extremely arduous undertaking to secure a refund or 
credit since the administration of this type of tax, unfortunately, is 
motivated quite often by the object of producing revenue at all costs, 
regardless of the merits presented in any particular set of circumstances. 
In any event, overpayment produces a refund position, which ordinar- 
ily is to be avoided if at all possible. 


Property taxes in most companies have historically been handled 
locally. Of late years, and led principally by the oil companies, the 
realization of their growing impact and importance has induced some 
companies to establish centralized control over property taxes. This is a 
forward-looking step since property taxes are very much a specialty and 
are worthy of full-time, expert attention. 

While centralized handling of property taxes should be the ultimate 
goal of any company with considerable exposure, the present trend in 
this direction may require a number of years prior to its fulfillment. In 
this transitional period it means, therefore, that the bulk of these taxes 
will continue to be handled locally and since the local man usually deals 
with them but once a year, he should not be expected to acquire a high 


degree of skill. 
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There are several areas, however, in which the internal auditor 
can be of assistance. For example, he should check to see that all avail- 
able discounts are being taken and that penalties are not being incurred. 
In this connection, it should be mentioned that in most taxing jurisdic- 
tions there is no obligation by the taxing authorities to present a tax 
bill, the responsibility of determining tax liability reposing entirely with 
the taxpayer. It is conceivable that the taxpayer may own property for 
a number of years and through oversight in the assessor’s or tax collec- 
tor’s office no bills are rendered. Such a situation does not excuse penal- 
ties and interest which may accompany later assessment. 


In some taxing jurisdictions, it is sometimes the practice to mail 
tax bills four or five months before the payment date. If such bills are 
being paid upon presentation, obviously the company is being deprived 
of the use of funds without compensation, if discount does not apply to 
payment in advance of the due date. 


The internal auditor might also check the accruals of property 
taxes. Here again for federal income tax accounting purposes the legal- 
istic approach is generally adopted and ownership of the property on 
the date of taxable status creates liability for the entire tax even though 
the assessment might not be fixed until some months later and the ulti- 
mate tax bill issued some months after the assessment has been fixed. 
While correcting the liability for property taxes to the tax basis does 
not necessarily mean that a federal tax savings is produced, it should be 
borne in mind that property taxes generally are on the increase. It 
would, therefore, follow that a higher accrual would usuallly be substi- 
tuted for a lower payment 


As mentioned previously, property taxes are very much a specialty 
and to become expert in them would ordinarily require several years of 
full time application to them. It would not be fair to expect an internal 
auditor or even the ordinary tax executive to be too expert in this field 
without long experience. However, the use of comparisons between tax- 
ing districts may point to problems in this area and the internal auditor 
should be encouraged to conduct studies along these lines. Also, there 
are experts who specialize in the field and it may be in order for the 
internal auditor to suggest that outside assistance be obtained where 
property taxes are significant. 


SUMMARY AND CONCLUSION 


The foregoing has outlined briefly some of the areas in taxation 
in which it is considered that the internal auditor can be of service to 
the tax exectuive and may be summarized by making these points: 
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1. Proper tax administration requires intimate knowledge of the 
accounting facts behind each situation. 


2. The development of this knowledge may be undertaken by the 
tax department, if it is adequately staffed, but in many situa- 
tions the tax department may not be sufficiently equipped to 
gather all of the information which it would like to have. 


3. Of those outside of the tax department, the internal auditor is 
probably best suited to assist it in developing the necessary in- 
formation since he would ordinarily have the closest contact 
with other locations at which detailed records are maintained 
and his training lends itself to the determination of accounting 
facts. 


It would seem that to the already sagging shoulders of the over- 
burdened internal auditor is being added the final straw. Let us con- 
sider the situation, however, the point of view of the internal auditor, 
his personal aspirations and his contribution to the welfare of the com- 
pany for which he works. If he is of a mind to apply himself, he will 
be able to acquire a wealth of background in all three major divisions 
of taxation, namely, federal, state, and local. Many tax practitioners 
learn only one of these. This background should add to his prestige and 
to the values of his function. There also is a tremendous amount of satis- 
faction to be derived from effecting savings and the internal auditor is 
entitled to partake of this satisfaction in every situation where he con- 
tributes to the end result. He should be encouraged to pursue whatever 
enquiries available time permits. In terms of simple dollars and cents, 
the development of tax savings can assist the internal auditor substan- 
tially in selling management on the importance of his function. 








OPERATIONAL AUDITING” 


By F. E. MINTS 
Resident Internal Auditor, Lockheed Aircraft Corp. 


The Statement of Responsibilities states that the internal auditor is 
concerned with accounting and financial matters and may also deal with 
matters of an operating nature. The growth of internal auditing in 
responsibility and service to management will come largely in this field 
of operations. Here the internal auditor comes not as an expert in oper- 
ations —but as an expert in the appraisal of control. In this role, he 
may examine and offer constructive suggestions regarding the control 
of any phase of company operations. 


In this article, the general techniques of appraisal of the control 
of operations are illustrated in detail by three case descriptions. 


INTRODUCTION 


N operational audit may be described as an analytical survey of a 
business activity, to determine and inform management whether 
that activity is being performed in such a way as to comply with man- 
agement’s policies and ensure that management's objectives will be met. 
An appraisal of this sort is an extremely valuable aid to management, 
whether it furnishes assurance that all is well with an operation, or 
points a finger at potential danger spots, or highlights opportunities 
to eliminate waste or unnecessary loss. This is a very different approach 
than that of the so-called financial audit, which is concerned primarily 
with the verification of financial statements, both as to mathematical 
accuracy and adherence to recognized accounting principles. 

I find it difficult to understand the reasoning of the internal auditor 
who confines his work to the relatively narrow limits of financial 
auditing. It is difficult for me to distinguish between his work and that 
of the public accountant who makes periodic audits of his financial 
statements—except that he is on the regular payroll instead of getting 
a fee for intermittent services. We claim to be evolving a new and dis- 
tinctive profession. That doesn’t mean giving managment a more elab- 
orate version of what they get from the public accountant. Instead it’s 
furnishing them with a new and distinctive service they are unable to 
obtain from any other source. 


*Delivered at meeting of Los Angeles Chapter. 
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I suppose it is only natural for us to start off by doing financial 
auditing. Most of us were first trained as accountants, and many of us 
have spent some years in the public accounting field. But we must 
realize that in the role we claim—that of assistants to top management— 
we can’t work exclusively with financial management. There are many 
other things we can and must do for management besides verifying the 
financial accounts, or bringing assurance that the cashier is not dip- 
ping into the cash box. The natural extension of internal auditing to 
cover other operations has been repeatedly ‘pointed out by the more 
forward-thinking men in the field ever since this INstrTrUTE was 
founded. 


STATEMENT OF RESPONSIBILITIES 

For example, our Statement of Responsibilities, adopted in 1947, 
says that, “Internal auditing deals primarily with accounting and fin- 
ancial matters, but may also deal with matters of an operating nature.” 
Victor Brink and others who took part in drafting that statement have 
told us that the language represents a compromise of many divergent 
views, and that the words “Primarily accounting and financial” and 
“may also deal with matters of an operating nature” were put in to 
satisfy some of the more conservative practitioners who were afraid that, 
unless Tue Instrrute’s official statement was definitely tied to account- 
ing and financial matters, its activities might be discredited. 

Over six years have passed since that Statement of Responsibilities 
was adopted. In the interval a great many members have found that 
they can successfully do operational auditing. A survey of our pro- 
fessional literature discloses a number of papers by top men in the 
field urging us to give operational auditing more of a place in our work. 
One of the phrases I particularly like was used by William G. Proctor 
when he said “Internal Auditing is only 50% accounting.” I would 
recommend making the other 50% operational auditing — and I would 
recommend rephrasing the Statement of Responsibilities to say, “In- 
ternal Auditing deals not only with accounting and financial matters, 
but also with matters of an operating nature.” 

Perhaps some of you have hesitated to branch out into this broader 
field of internal auditing because of uncertainty as to how you should 
go about conducting an audit of this kind. My purpose, therefore, is to 
describe to you the procedures we use at Lockheed Aircraft Corporation, 
and to illustrate these procedures with two case studies of projects we 
have recently completed. 


OPERATIONAL AUDITING 
Operational auditing, as we understand it, has been done at Lock- 
heed in some form for a number of years. Naturally, it didn’t spring 
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full blown into being, but was developed over a period of years—just 
as I am sure it can be developed in your company. At present, we work 
on a 3-year cycle basis, covering all phases of our work within that 
time. Our present cycle program allots about 45% of our time to finan- 
cial audits and 55% to operational audits. Our operational audits cover 
many phases of the company’s activities. 


For example, our statement of functions and responsibilities says 
that we shall “review and appraise the performance of the various 
accounting, control, custodial, and other units to determine whether 
these activities are carried on in accordance with management’s direc- 
tives and in a manner expected to achieve management’s objectives.” 
We interpret the phrase “control activities” to include planning, sched- 
uling, inspecting, recording, budgeting, safeguarding, supervising, etc. 
Over the period of our 3-year cycle, we attempt to cover all of these 
throughout the organization except those performed at the very top 
levels. Below these top levels our organization spreads out so rapidly 
that our management believes it needs the services of an independent 
appraisal staff to assist in determining whether all units are functioning 
in accordance with expectations. 


Our operational audits are sometimes done on a purely functional 
basis, sometimes on an organizational basis, but more frequently we use 
combinations of the two—such as an examination of a function or 
group of functions within an organizational unit. We frequently break 
down broad, general reviews into smaller pieces. For example, in study- 
ing material management, we might have a series of eight or ten pro- 
jects, each covering some phase of the activity, such as: the determina- 
tion of what, how much, and when to buy materials; the actual placing 
of the order or buying function; the paperwork and follow-up involved 
in a purchase and the payment of the invoice; the receiving of the mater- 
ial; its handling in stores; the eventual disbursement of the material 
to the shops, and so forth. 


Once we have selected an operational audit project, our general pro- 
cedure is as follows: 


1. We define our general objectives in a rather broad manner. 
For example—using our office slang—to find out what kind of a job 
such-and-such an organization is doing. 
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2. The senior in charge then proceeds to gather the necessary 
background data about the organization to be reviewed. He seeks in- 
formation about the organizational structure, its functions and responsi- 
bilities, and its methods of procedure. There are many sources for re- 
search along these lines. One of the things he will always do is to talk 
to the people in charge of the particular activity being reviewed; and 
then perhaps proceed down through the various tiers of supervision 
until he reaches the person who has a detailed knowledge of how the 
operations are performed. He will probably also consult our manuals, 
since at Lockheed we follow the policy of providing written statements 
of functions and responsibilities, general procedures and detailed job 
instructions. 


3. After the background data has been obtained, we are then in a 
position to focus our specific objectives more clearly. Our over-all pur- 
pose in all examinations, of course, is to determine whether the policies 
and procedures in effect are sound and whether they are being fol- 
lowed as intended. But the background information we have gained from 
our preliminary investigation makes it possible for us to be more 
specific as to the basic criteria to be used in our appraisal. For example, 
does the system in effect provide adequate control over the accuracy 
of the work? Does it provide for timely performance to meet the re- 
quirements of the master schedule? Are the budgetary controls being 
enforced? Are the progress reports furnished to management reliable? 
These questions would of course be adapted to the requirements of the 
individual job and would probably be phrased in such a way that they 
might eventually be used in the Purpose section of our final report. 


4. When we have reached that point, we are in a position to 
devise specific sub-questions which, when answered, will enable us to 
make the over-all appraisal we have set out to accomplish. These ques- 
tions are based on our concept of what management would and should 
ask about the particular operation. 


5. Finally, we devise our audit tests to obtain the answers to the 
specific questions we have asked ourselves. 


With that general background in mind, I shall give you some illus- 
trative case studies, showing the type of specific questions we might 
ask, and the tests we use to obtain the answer to those questions. In 
choosing these case studies, I have tried to avoid those activities which 
are peculiar to the aircraft industry, and confine myself to activities 
with which you are all generally familiar. I have also attempted to elim- 
inate or simplify the technical details as much as possible, although 
you will still find a few unavoidable references to our specific pro- 
cedures. 
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CASE STUDY |— MATERIAL PROCUREMENT 
BACKGROUND 
We all have the problem of controlling material inventories to 
some extent, although in airframe production the problems are intensi- 
fied by the volume of parts which go into the planes. In even the simp- 
lest fighter there are thousands of parts, and for a large transport, 
material costs run into hundreds of thousands of dollars. 


The problem is to provide the parts and materials required for the 
production of airplanes at the time when, but only when, they are 
needed. Production must not be delayed by material shortages; on the 
other hand, the company’s funds must not be unnecessarily tied up in 
inventories. This latter factor is emphasized by the high rate of obsoles- 
cence of aircraft parts. Our policy of holding inventories to a minimum 
requires that, in general, materials shall be ordered only in the quanti- 
ties established by specific requirements (a contract for a certain num- 
ber of planes) and that vendors’ shipments shall be so arranged that 
only the amount necessary for immediate needs will be carried in stores. 


Because of the huge volume of parts involved, our organizational 
structure and our methods are probably considerably different from 
yours, with the responsibility for various phases of the procurement 
job divided among several organizations. For the same reason, our audit 
of these operations is divided into a number of separate projects. The 
one I am going to discuss involves the function of determining the 
“What” and “When,” i.e., What quantities of each item to buy, and 
When to schedule deliveries, and then, on the basis of these decisions, 
preparing purchase order requests so that the buyers may place the 
orders. 

We use two distinct methods for determining quantities and sched- 
uling deliveries. Most purchased parts are ordered on what we call the 
bill of material method. This method is based on converting the original 
engineering specifications, which are in terms of the quantities required 
for each ship of the model, into terms of production lots and contracts. 
Most raw materials, such as aluminum sheet and certain small parts 
procured in large quantities, are ordered in accordance with what we 
call the ‘usage’ method. This is based on actual consumption rates, as 
reflected by disbursements from stores in the recent past, adjusted for 
current expectations of future needs. 


We made separate examinations of the work performed under 
each of the two methods. I am now going to describe the examination 
made of the bill of material procurement method. The processes we 
were concerned with involve a continuous review of the inventory 
records by material analysts in which they: 


to 


Or 
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Make computations of the total quantity of each material 
needed for all current contracts and compare this total require- 
ment with the quantities already on hand and on order to deter- 
mine whether procurement action is required. 


Determine the assembly line position in the production process 
at which the particular part will be used. 


Determine the manufacturing “need date” (the date when each 
ship requiring the part will reach that assembly line position). 
Establish delivery dates to be requested based on the “need 
dates,” taking into account the time required for delivery. 
Prepare purchase order requests or revisions based on the 
quantity and times fixed in the preceding processes. 


Our purpose was to ascertain whether adequate policies and pro- 
cedures were provided and followed to ensure that the material procured 
would be ordered in such manner that they would be available as needed 
without accumulating excessive quantities in inventory. 


QUESTIONS 


The principal questions we asked ourselves were these: 


First, relating to accuracy 


a 


to 


™s 


Were adequate controls provided to ensure the receipt of all 
requirement data from the organization responsible for its 
preparation and were these controls in operation? 

Were the computations made by the material analysts of the 
quantities to be ordered made accurately? 

Was an adequate allowance made for spoilage and shop loss? 
Was consideration given to quantity price breaks, whenever 
applicable? 

Were the delivery dates scheduled to meet shop “need dates” 
plus the required delivery spans? 

Were the purchase order requests prepared to reflect the proper 
quantities and delivery dates? 

Was there a provision for adequate reviews and tests of the 
daily work to ensure accuracy? 


Next, relating to timeliness 


Re 


Was the information concerning requirements processed 
promptly? 
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2. Were the inventory records reviewed on a continuous and 


systematic basis so that the need for procurement action would 
be recognized in time? 


Were purchase order requests or revisions issued promptly 
after determination of their necessity? 


Then, relating to the size of inventory investment 


Were there any indications of excessive stocks being carried, for 
example— 


a. Were the inventory turnover rates reasonable and in line 
with expectancy? 


b. Were delivery dates scheduled in advance of actual needs 
plus reasonable cushions? 


c. Were cancellations of open orders made promptly when 
requirements were deleted? 


And finally, relating to records maintained 


Were the records on which procurement is based maintained in 
such a way as to provide adequate information, both for procure- 
ment action and supervisory review? 


TESTS 


In order to obtain the answers to these questions we devised the 
following tests: (Incidentally, I have deliberately omitted any indica- 
tion of the size of the samples selected for each test, as I think that 
might better be the subject of a separate discussion.) 


First, as to accuracy 


1. 


We selected a number of parts and made tests of the accuracy 
of the computations of quantities to be ordered. Briefly, this 
involved setting up a work sheet for each inventory item re- 
viewed and determining the total quantity needed at the time. 
This total quantity needed was then compared with the quanti- 
ties on hand in stores, and on order. The balance, if any, not 
covered by quantities on hand and on order, represented the 
basic amount to be ordered, which was then adjusted by allow- 
ance for spoilage and shop loss when these were indicated to 
be necessary. Consideration was also given to quantity pricing 
breaks. 


For the same inventory items selected for the previous test, 
we computed the “need dates” based on schedules prepared by 
the production schedulers. We also referred to procurement 
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bulletins establishing normal delivery spans for each type of 
item. We then checked the material analysts’ work sheets 
against our computations. 

We compared the quantities and delivery dates on the purchase 
order requests against the work sheets and other information 
contained in the procurement records for both quantities and 
dates to determine whether they had been accurately trans- 


cribed. 


Then, as to timeliness 


a 


to 


We aged the backlog of requirement data not yet processed by 
the material analysts, and studied the older items to determine 
whether added or deleted requirements might lead to shortages 
or surpluses. 

We examined a number of purchase order requests to deter- 
mine the time which elapsed between the date on which sig- 
nificant changes in requirements became effective and the pre- 
paration of the purchase order request. 

We examined the work schedules for procurement activities 
and reviewed the work accomplishment charts maintained by 
supervision to determine whether the schedules were adequate 
and whether they were being followed. 


Next, relating to investment 


Finally, 


We reviewed inventory turnover rates and discussed these with 
the affected management representatives. Our other tests were 
also reviewed for evidence of early or excessive procurement 
or failure to take prompt action on cancellations. 


as to records maintained 

In all of our tests we gave consideration to the quality of the 
records and working papers maintained by the persons respons- 
ible for this function. 


After completing our tests we were able to answer our questions, 


and, on 


the basis of the answers, to form an opinion as to the caliber 


of the work reviewed. This was reported to management, together with 
some suggestions for improvement of both procedures and work per- 
formance. 


CASE STUDY |i — DUPLICATING 


BACKGROUND 


You may have heard the phrase “airplanes are made of paper,” 
and in a sense this is literally true. Mountains of paperwork are re- 
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quired in the complicated process of building airplanes, and hence we 
have some rather large organizations devoted to the provision of such 
services as duplicating. The largest volume of our work is by the ditto 
process but we also use multilith, mimeograph, ozalid, xerography and 
addressograph. These services are performed on presentation of dupli- 
cation requests signed by authorized persons in the departments request- 
ing the service. 


The general procedures I shall describe for this audit have also 
been applied to somewhat similar jobs in connection with our files and 
record storage function, blueprinting and photographic reproduction, 
tabulating, and other services of similar nature. The principles are 
sufficiently standardized to be useful in similar situations in any organ- 
ization. Our general purpose was to determine whether the work was 
being performed satisfactorily in respect to (1) quality, (2) promptness, 
(3) compliance with approved requests, and (4) observance of security 
regulations. For all these factors we were concerned with the controls 
established to ensure satisfactory performance. 


QUESTIONS 

The questions devised were as follows: 
Quality of work 

Is the quality of work done by the duplicating department satis- 
factory, and are there adequate controls to ensure that it will be satis- 
factory? Sub-questions to get at the details were: 

a. Is there adequate inspection of finished work? 

b. Does the finished work meet with requestor’s specifications with 


regard to type and size of paper, printing on one or both sides, 
punching, etc.? 


c. How much of the work needs to be done over? 

d. Is the finished work neat and legible? 
Promptness of work completion 

Our primary question was — 

Is the work done by the duplicating department completed with 
reasonable promptness and are there adequate controls to ensure that 


it will be completed with reasonable promptness? Sub-questions along 
these lines were: 


a. Is there adequate control over the flow of work through the 
duplicating unit? 


b. Is the work on hand being processed with reasonable promptness 
and in accordance with schedules established? 
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c. Was the work released recently completed on schedule? 


Amount of service furnished 

In this case we asked — 

Does the amount of duplicating service furnished conform reason- 
ably with the company’s requirements for such services, and are there 
adequate controls to ensure that the amount furnished will conform 
with the company’s requirements? For example — 

a. Are there adequate controls over the amount of duplication ser- 

vice requested by other departments? 


b. Does the amount of duplication service furnished conform to 
properly authorized requests for service? 


c. Is any work done without proper authorization? 


Compliance with company directives 

Insofar as company directives were concerned we were most 
interested in the question of whether security regulations were complied 
with satisfactorily. 

As those of you who have had some experience with military con- 
tracts know, there are very definite rules established covering so-called 
classified material, and it is the contractors’ responsibility to see that 
these regulations are followed. 


TESTS 


Our tests for the duplicating audit were: 


As to quality 
1. Review controls in effect over the quality of work and appraise 
their adequacy. 

2. Inspect a number of completed duplication jobs, including both 
ditto and multilith work, and appraise the quality of work done, 
including a review of the specifications established by the 
request. 

3. Make tests to determine the quantity of spoiled work. 

As to timeliness 


1. Review controls in effect over the promptness of work com- 
pletion and appraise their adequacy. 


to 


Examine the backlog of uncompleted work to determine 
whether any jobs are behind schedule or have been held for an 
unreasonable length of time. 


3. Examine records of jobs released recently to determine whether 
any significant number were released behind schedule. 
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4. Review complaints as to both timeliness and quality. 


As to amount of service 


1. Review and appraise controls in effect over the amount of dup- 
lication service requested — particularly in connection with 
processing. 


2. Inspect some completed duplication jobs and check the number 
of copies run and the type of work done with the instructions 
contained in the duplication requests. 


As to security 


Observe whether classified material is being properly handled 
and disposed of, and determine whether personnel are properly 
cleared for handling confidential material. 


OTHER TYPES OF OPERATIONAL AUDITS 


In choosing these case studies, I have tried to deal with what we 
consider to be the more elementary type of operational auditing — that 
is those projects related to the analysis and verification of records which, 
although not always directly connected with the company’s accounts, 
approach more closely the type of work done by those of you whose 
experience has been limited to financial auditing. Before closing, I 
would like to give a brief glimpse into a more advanced type of opera- 


tional auditing — in which we depart from the traditional concept of 
verification of a premise by comparison or analysis of records or docu- 
ments, and use other techniques — perhaps those of direct observation 


of the work being performed, or interviews with both the people con- 
cerned and with third parties. 


Let me illustrate this by a brief description of some reviews we 
made of the work performed by our industrial relations branch. 

Titles vary of course with companies. So let me explain that at 
Lockheed the industrial relations branch includes the following depart- 
ments: Employment, training, testing, personnel records, wage and 
salary administration, labor relations, medical, safety, plant protection, 
and employee services. 


In some of these — for example personnel records — we could use 
tests similar to those I have already described to determine the accuracy 
and timeliness of the records, the value of the statistical data compiled, 
the extent of the investigation of references, and compliance with 
security regulations. But for such functions as employment and training 
other methods were required. 
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EMPLOYMENT DEPARTMENT 


With some 35,000 employees in our California Division, and the 
heavy rate of turnover which seems to be inevitable in the aircraft 
industry today, you can appreciate that our employment department 
has a heavy volume of work. It operates largely on the basis of specific 
requests from other departments needing to hire people, and must 
comply with certain minimum specifications for each job. Methods, of 
course, vary with the condition of the labor market, and the department 
management is responsible for decisions on advertising, special recruit- 
ing campaigns, and other means of attracting potential employees. 


A most important part of the process is the interviewing of appli- 
cants. We sought, among other things, to determine whether the inter- 
viewing function was conducted in such a way as to develop the candi- 
dates’ qualifications to a sufficient extent to enable informed decisions 
as to: his general suitability for employment, the desirability of giving 
tests of technical qualifications, and placement in a particular job, 
while keeping the time devoted to the interview within reasonable 
limits, and at the same time developing good public relations. We de- 
cided to approach this problem in several ways. 


First, we discussed the matter with the department head and the 
various supervisors involved, getting a clear understanding of their 
policies and standards. One of the questions we almost always ask in 
instances of this kind is, “What authority and responsibility is dele- 
gated, and how does the manager or supervisor know whether the 
employee is performing satisfactorily?” Incidentally, we have found 
that questions of this type, and the discussions they promote, frequently 
start supervision reviewing and analyzing its own problems in a new 
light, and realizing that they need better control information than they 
have been getting. 


At any rate, we decided the next step would be direct observation 
of the interviews conducted. We assigned several experienced auditors 
to sit in on employment interviews conducted by different interviewers 
to make an appraisal of their work. 


We also had discussions with training people and with supervision 
of the departments in which new employees were placed, to get their 
opinions as to how well the employment people had done. We examined 
statistics as to the average time of interviews and the costs involved in 
the hiring process. 


Other considerations involved were the use of the space available: 
Whether it was adequate for waiting periods — whether proper facili- 
ties were provided for preparing application forms — whether the inter- 
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view booths were sufficiently soundproof to ensure privacy and were 
pleasant in appearance and whether the space was in general ade- 
quate for quick and efficient processing of applicants. 





TRAINING DEPARTMENT 


In connection with the work of the training department, we sought 
information as to whether: 


1. There was proper coordination of objectives between training 
and the line departments for which the training was done. 


to 


The courses were sufficiently comprehensive for the purpose 
without spending excessive time in unnecessary frills. 


3. The company obtained corresponding benefits from the time 
spent in training — indicated to some extent by the turnover 
rate among employees who had been trained. 


4. Attendance at courses was adequately controlled. 


Perhaps you're wondering at this point whether we haven't crossed 
over the line between auditing and systems work. Let me point out, 
that in all these case studies, while we have been concerned with the 
methods in use, we have been primarily reviewing the results of the 
work performed by those methods, and this is certainly consistent with 
the appraisal function of the auditor. 


And for those of you who perhaps are wondering whether projects 
of this kind can indeed be considered auditing at all, since there is no 
resemblance to the accountant’s traditional concept of verification by 
comparison of recorded data collected independently, let me remind you 
that the term “audit” in the original Latin meant “a hearing” — and 
that the Roman auditor actually conducted hearings in which he played 
the part of a judicial examiner. I see no inconsistency in the modern 
auditor using similar techniques to appraise the work performed by 
organizations not primarily concerned with record-keeping. I do not 
intend to imply that the auditor need profess to be an expert in the 
technical arts which require qualifications obtained after long years 
of specialized study. We would never attempt to tell our engineers how 
to design an airplane — but we do believe that the auditor should be 
qualified to appraise the performance of controlling activities, where- 
ever they may be found, in accordance with the sound business prin- 
ciples known to all of us. 


CONCLUSION 


In bringing this discussion to a conclusion, I have tried to indicate 
that the curtain of mystery surrounding this business of operational 
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auditing is very easily brushed aside by the application of ordinary 
common sense. It is not necessary for the man trained in auditing pro- 
cedures to spend many years learning new methods before he is ready 
to engage in operational auditing — for the basic techniques are the 
same. All he must do is teach himself to sit down and analyze the 
problem involved, asking the questions which management would ask 
if they were in his place. If I were asked to pin it down to percentages, 
I'd be inclined to say that operational auditing is 80% or more practical 
analysis and common sense, and only 20% or less special technical 
know-how. 


If you don’t know just where to begin, why not consider reviewing 
the activities of those organizational groups in your company which 
prepare, process or file documents, keep records, or prepare reports for 
management. Auditing these things is very closely related to the work 
you've been doing with financial records. If you can analyze and verify 
a dollars and cents record which is part of the company’s accounts, you 
can do the same thing with a record kept in terms of production units. 
The principles are no different. 

I hope that this discussion will encourage you to stop neglecting 
your best opportunity for advancement. Our profession as a whole is 
much more apt to make progress by individual members earning recog- 
nition for themselves among their associates and employers, than by 
sitting back and demanding it as a right. 

It has often been said that the dreams of the more advanced think- 


ers of today in any field become the fundamental procedures of tomor- 
row. I think that we as a group, have been in the position of dreaming 


about this matter of operational auditing for too long — it’s time for 
tomorrow to come. Too often we have heeded the words of caution — 
“It’s dangerous, go slowly, try a little at a time’ — with the result that 


we never got started. Now is the time to listen to the exhortation for 
full speed ahead. Do it carefully of course, — but DO IT. 








ANCIENT DOUBLE-ENTRY 
BOOKKEEPING * 


By HAROLD G. HINTON, C.A. 
Partner, Welch, Hinton and Welch 





The general mechanical principles of accounting were first set forth 
by Pacioli, a Franciscan Monk of Venice, at the close of the 15th cen- 
tury. Whether the work be accomplished by pen and ink, bookkeeping 
machine or electronic tabulator, those same principles underlie the 
accounting structures of today. 


It is interesting to learn in this article how the same problems that 
are faced today were recognized and handled centuries ago. 





HE principles of double-entry bookkeeping were given to the world 

by Luca Pacioli—a Franciscan monk—in the reign of Christ 1494. 

The treatise was published in Venice which, at that time, besides 
being the entrepot of world commerce, was an important publishing 
center. The treatise was part of a larger work which included mathe- 
matics and geometry. The whole volume, when produced, must have 
been a work of art for Mr. Geijbeek reproduces 35 pages of the original 
work which show a painstaking and artistic layout. Mr. Geijbeek states 
in his book that the ink used was vegetable dye ink which today is as 
black and as fresh as Indian ink after four and a half centuries of use 
and exposure. It was painted on hand-made paper, unsized, which, after 
so many years of exposure to air and light, is still so far superior to the 
best modern paper that comparison cannot be made. 


The reproductions show that the treatise was printed in Roman 
letters but there is a translation into modern English for one to read. 


What Pacioli says is quaint but to the point, one can tell that it 
came from the pen of a master. 


The accountancy world owes a debt of gratitude to Mr. Geijbeek for 
making this old work available to us. 


Pacioli’s work was published not long after loose leaf metal type 
was invented by Gutenberg. It must have rated high in the opinion of 





*Some excerpts from the book of that name published in 1914 by John B. Geijbeek, 
C.P.A. 
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the publishers for only books which had a popular demand would be 
given preference in the early stages of the publishing business. Mr. 
Geijbeek states that in 1504 at the end of the ten year period when the 
copyright expired, the same publishers continued to publish it but under 
a different name and that several editions were later printed. 


Pacioli, in addition to being a writer, was a teacher, lecturer, mathe- 
matician, scholar and traveller. He was the first to translate Euclid into 
Latin. He had held professorships at Perugia, and Pisa, Rome, Naples 
and Venice. At Milan he was associated with that universal genius, 
Leonardo da Vinci, and Mr. Geijbeek says that it is not improbable that 
da Vinci may have had a hand in writing Pacioli’s work. 


Pacioli’s principles were adopted by later writers, among whom 
were fellow compatriots, German, Dutch and English. Apparently they 
did not add much to what Pacioli had written. 


At the time Pacioli’s book was put on the market, another com- 
patriot—Christopher Columbus—was engaged on his voyage of dis- 
covery and others were painting their imperishable works of art. It was 
a great age! Bookkeeping was in good company! 


Thinking it might be of interest to the readers of The Internal 
Auditor, I have given some excerpts from Pacioli’s book and one or two 
from a book written by an Englishman, Richard Dafforne nearly one 
hundred and fifty years later. 


There were only three books used under Pacioli’s system—a Mem- 
orandum Book in which was entered every transaction involving money. 
From the Memorandum Book each entry was recorded in the Journal 
and from there it was posted to the Ledger. Let us read what Pacioli 
says—‘“The Memorandum Book or, according to others, the scrap book 
or blotter, is a book in which the merchant shall put down all his trans- 
actions, small or big as they take place, day by day, hour by hour. In 
this book he will put down everything that he sells or buys and every 
other transaction without leaving out a jot; who, what, when, where, 
mentioning everything to make it fully as clear as I have already said 
about the Inventory.” 


FRAUD 


Chapter 7 of Pacioli’s book is headed “Of the manner in which in 
many places mercantile books are authenticated and by whom.” The 
provisions in this chapter sought dis¢ontinuance of the habit of “keep- 
ing their books in duplicate. They show one to the buyer and one to the 
seller and this is very bad because in this way they commit perjury.” 
He continues, “These books, after they have been carefully marked and 
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authenticated, shall be kept in the name of God in your own place and 
you are then ready to start your business.” 


INTERNAL AUDITOR 


He seems to refer outright to the Internal Auditor in this sentence 
in Chapter 17—“And justly the glorious republic of Venice punishes 
them and their clerks who should misbehave. I know of many who in 
the past years have been heavily punished and right they are in having 
an officer whose only duty is to oversee all these officers and their books 
whether they are well kept or not etc.” 


PETTY CASH ACCOUNT 

They maintained a Petty Cash account in 1494. “The account 
named ‘small business expenses’ is kept because we cannot enter every 
little thing in the account of the merchandise that you sell or buy. For 
instance, it may happen that after a few days, for these goods that you 
sell or buy, you will have to pay the porter, the weigher, the packer, 
the shipper and the driver and others, paying to this one one penny, 
to the other one two pennies, etc. If you want to keep a separate account 
for each of these different transactions, it would be too long and too 
expensive. As the proverb says ‘Officials do not bother with details!’ ” 
(Internal Auditors! do you get that?) 


DISTRIBUTION 


Pacioli had not lost sight of distribution and apportionment for he 
goes on to say “ and it may be that you will have to employ these same 
people—drivers, porters, shippers and packers—for different things as, 
for instance, you may need them for loading the several merchandises 
in a seaport, and you will employ them and will have to pay them for 
all these services at one time, and you could not charge the several 
kinds of merchandise with its proportion of these expenses.” 


GOD 


Pacioli was the means of bringing to the world certain basic prin- 
ciples and he knew (and so expressed himself) that he was acting, in 
so doing, as an agent of God. In Chapter 34 he admonishes his readers 
as follows and asks their prayers. “Therefore, take good care and make 
all efforts to be a good bookkeeper, such as I have shown you fully, in 
this sublime work how to become one. And remember to pray God for 
me so that to His praise and glory I may always go on doing good.” 


MR. HAROLD G. HINTON, C.A., is @ partner of the firm Welch, Hinton, and 
Welch, Chartered Accountants in Toronto, Canada. He was born and educated in 
Scotland; and as a young man he left Scotland for Canada to join one of the Canadian 
banks. He obtained his chartered accountant’s degree in British Columbia. Mr. Hin- 
ton is a Governor of the Toronto Chapter of Tue Instrrure. 
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FILING 


Pacioli was a man of method—for he details how best to keep 
correspondence, receipts, important documents, copies of instruments 
and papers relating to lawsuits etc. He even recommends “. . and in this 
book you shall make a record of the things you have lent to your neigh- 
bours or friends for a day or two. .” 


Pacioli gives detailed instructions for filing letters, etc. Debtors’ 
accounts have special treatment. He says “You shall keep in a more 
secret place, as private boxes and chests, all manuscripts of your debtors 
who have not paid you. Likewise, keep the receipts in a safe place for 
any emergency.” 

“You shall do the same as to important writing, as for instance, 
memoranda of the brokers, or of merchants, or of weighmen, or relative 
to goods placed in or taken out of the custom house, either land or sea 
custom houses, and judgments and decrees of the consuls or of other 
public officials, or all kinds of notarial instruments written on parch- 
ment which ought to be kept in a place apart. The same should be said 
of the copies of instruments and papers of attorneys or counselors of law 
relative to law suits.” 


PROFIT & LOSS ANALYSES 


Chapter 25 is entitled “Another account which is usually kept in 
the ledger, called income and expenses for which often a separate book 
is kept and why.” This seems to refer to items not connected with the 
year’s trading. Pacioli says “In other places it is customary to keep 
the income and expense account in a separate book which is balanced 
when they balance the authenticated books and all other affairs. This 
custom is not to be criticized but it requires more work.” 


BANK ACCOUNTS 


Pacioli refers to certain rules pertaining to accounts with banks 
and how important it is to the merchant to keep clear records so that 
the account will be in balance. He says “see that you keep these accounts 
clearly and obtain good written evidence as to debits and credits in the 
handwriting of the clerks in those institutions.” 


The banks were having staff trouble in 1494 for he continues 
“Because in these offices they often change their clerks and as each one 
of these clerks likes to keep the books in his own way, he is always 
blaming the previous clerks, saying that they did not keep the books 
in good order and they are always trying to make you believe that their 
way is always better than all the others, so that at times they mix up 
the accounts in the books of these offices in such way that they do not 
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correspond with anything. Woe to you if you have anything to do with 
these people.” Pacioli appears to have had some trouble getting his bank 
accounts reconciled! 


TRAVELLING EXPENSES 


Pacioli gives some good advice with regard to travelling salesmen 
but words fail him, as he does not complete the sentence. The original 
reads—“When he comes back he will balance with you and if your 
travelling salesmen were in fetters . . .” sentence remains unfinished. 
Pacioli may have meant to finish it by adding “. . he should still be able 
to explain why entertainment expenses were so high.” He must have 
had some unpleasant experiences with these birds for then, as now, their 
minds were set solely on selling and anything that seemed to interfere 
(like keeping track of inn expenses and horse hire) would not be toler- 
ated. 


YEARLY ACCOUNTS 


He refers to these accounts as follows: “After all we have said you 
must now know how to carry forward the accounts from one ledger to 
another if you want to have a new ledger for the reason that the old one 
is all filled up or because another year begins as is customary in the best 
known places especially at Milan where the big merchants renew every 
year their ledgers.” 


BALANCING — TICK MARKS 


“This operation,” says Pacioli, “together with the operations of 
which we will speak, is called the balancing of the Ledger and if you 
want to do this well you shall do it with great diligence and order, that 
is, first you shall get a helper as you could hardly do it alone. You give 
him the Journal for greater precaution and you shall keep the Ledger. 
Then you tell him, beginning with the first entry in the Journal, to call 
the number of the pages of your Ledger where that entry has been made 
first in debit and then in credit. Accordingly in turn you shall obey 
him and shall always find the page in the Ledger that he calls and you 
shall ask him what kind of an entry it is, that is, for what and for whom 
and you shall look at the pages to which he refers to see if you find 
that item and that account. If the amount is the same call it out. If you 
find it there the same as in the Journal check it (mark it with a lance 
or V or dot it or any proper mark over the lire mark, or in some other 
place that you can readily see it. You ask your helper to make a similar 
mark or check in the Journal at the same entry. Care must be taken that 
no entry will be dotted either by you without him, or by him without 
you, as great mistakes might be made otherwise, for once the entry 
is dotted it means that it is correct.” 
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Here are some of his “rules and ways for keeping a ledger”; Trial 
Balance: “The trial balance of the ledger should be equal—that is, the 
total of the credits—I do not say creditors—should be equal to the total 
of the debits—I do not say debtors. If they were not equal there would 
be a mistake in the ledger.” Cash Accounts: “The cash account should 
always be a debtor or equal. If it were different there would be a mis- 
take in the ledger.” Debtors’ Accounts: “You must not and cannot make 
any one debtor in your book without permission or consent of the person 
that has to appear as debtors; if you should, that account would be con- 
sidered false. Likewise, you cannot add terms or conditions to a credit 
without permission or consent of a creditor. If you should, that state- 
ment would be untrue.” 


Insurance: “If you have received 8 or 10 or 20 ducats in order to in- 
sure a ship or galley or anything else, you should credit the account 
“ship insurance” and explain all about it—how, when and where and 
how much per cent; and shall charge the cash account.”’ Goods on Con- 
signment: “If anyone should send you goods with instructions to sell 
them or exchange them on commission, I say that you have to charge 
in the ledger that special merchandise belonging to so and so with the 
freight or duty or for storage and credit and cash account.’ 


The bookkeepers in Venice must have been a select guild for it is 
epparent that the intricacies of recording different currencies and con- 
verting these into the one currency in which the books were kept plus 
the expert knowledge of keeping them in balance on a double-entry sys- 
tem would require men of superior intelligence. 


While banks were in existence in the large trading centres ~»d 
doing a general banking business, the majority of the cash trading tra... 
actions would be settled by the exchange of coin. Venice was, as now, 
a place to see and there would be the usual influx of tourists ready to 
spend their money on the rare and curious wares her merchants im- 
ported from the then known world—spices, perfumes, ginger, wool and 
oriental fabrics, as well as on what the Venetians manufactured them- 
selves including books. When sales were made, they were entered in 
the Memorandum Book. As Pacioli puts it, “In this Memorandum Book 
whether kept by you or by others, you must mention every single point. 
You state the things in a simple way as they happened, and then the 
skillful bookkeeper after four or five or eight days, may enter all these 
transactions from the said Memorandum Book into the Journal day 


by day.” 


I don’t get the angle “four or five days or eight days” unless it 
refers to longer or shorter visits by these expert bookkeepers. They may 
have been professional men who would base their charges on the time 
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spent in writing up the books. A merchant having many transactions 
would require a visit every four days while one with fewer transactions 
would get along with a visit every eight days. The cost of transportation 
would enter the picture if the bookkeeper lived in North Venice and 
had to take a gondola down the Grand Canal in order to reach his 
client’s place of business in South Venice! 


In the historical sketch Mr. Geijbeek in his book states that Simon 
Stevin whose text book based on Pacioli’s was published in Amsterdam 
in 1604 “was very ingenuous in prescribing methods for what we now 
are wont to call ‘internal checks.’ For instance, in order to check the 
payroll of the soldiers and other public officials, he demanded that the 
payroll be sent direct to the auditors and then insisted that the cook 
at the mess-house where all the soldiers and officials were being fed, 
should report independently to the auditors the number of meals served.” 


It is interesting to contemplate that three hundred and thirty-seven 
years later the first text book on Internal Auditing was published in 
New Amsterdam (New York) by Victor Z. Brink, another pioneer in 
accountancy. Here’s what Dr. Brink has to say with regard to payrolls: 


“The task of verification serves as an opening wedge for the more 
important considerations by the internal auditor of the processes which 
relate to the payrolls. The large volume of the payroll transactions with 
their high aggregate money value and the frequent use of these pro- 
cedures for fraudulent purposes gives special importance to the payroll 
processes.” 


Both Stevin and Brink were concerned with the same problems, one 
of which was how to protect property from the designs of the wicked! 


In 1636 Richard Dafforne of Northampton, accountant and teacher 
of the same, printed in London his textbook entitled “The Merchant’s 
Mirror or Directions for the Perfect Ordering and Keeping of his 
Accounts.” London had taken the place of Venice as the intrepot of trade 
in Europe. In his “Epistle Dedicatory” he addresses the Governours and 
Fellowship of the following trading companies: Merchant Adventurers 
of England, English merchants for the discovery of new trades, Mer- 
chants of East-land, Merchants of England, trading into the Levant 
Seas, Merchants of London, trading into the East Indies, Adventurers 
of the City of London, for a trade upon the coasts and In-lands of divers 
parts of America. 


Richard must have been quite a character if his text book is any 
indication. He wrote his book in the form of question and answer, the 
speakers being Phil (Philo-mathy) and Sch (School-partner). He opens 
the discussion thus: 
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Phil: How now, School partner? Whither away thus solitary? It 
seems you are in some serious meditation. 


Sch. Surely you have judged aright: for I was musing upon mas- 
ter’s instructions of bookkeeping, taught us by way of an- 
swers and questions, whereof I have forgotten much because 
I frequent not the daily examination.” 


He calls each question and answer a “place.” There were some 
cash transactions in place 72 about which Phil was not quite sure. 
In place 73 the following dialogue takes place: 


Phil: Seeing you imitate in entering of their words, have they 
your approbation? 


Sch: I have related their words not as an affectionate-follower 
but as an admirer of their imitation. For as in the 17 and 51 
place by this is said: cash may not be named (no not named) 
but where money is either really paid or received: Note: and 
the while it is absolutely false that cash has in the above- 
mentioned 72 place not paid out £100 but only £10 nor has 
it received any penny of the £90 therefore for the £90 on each 
side, I say cash is an ass. 


Dafforne had some ideas pertaining to internal control. In addition 
to the journal and the ledger there were used some books of record one 
of which was the waste book. He mentions why it is called such a name 
“because when a matter is written into the journal then is this book 
void and of no esteem.” It was called the Memorandum Book by Pacioli. 


Dafforne recommends that “in this book ought the parcels to be 
entered close under each other as they were acted, without leaving of 
any empty paper to avoid suspicion of forging any parcels betwixt 
them upon any omitted occasion.” 


To those who care for such things, the works of Richard Hakluyt 
published in London in 1589 will be a source of much good reading about 
the English adventurers—Drake, Hawkins, et al—and the trading com- 
panies including the company of the merchant adventurers to Russia. 
This company (whose governor was Sebastian Cabot) was founded in 
London and obtained its capital of £6000 by private subscriptions of five 
and twenty pounds. It outfitted three ships for the purposes of trade 
with the Russes the chief items of which were English products of wool 
and Russian products of “waxe, furres, felt, tallows and trayne oyle.” 


Like traders anywhere, the company was profitminded. It endeav- 
oured to gain for itself the entire Russian trade so that the Dutch and 
others would have to buy Russian products through it! It is an interest- 
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ing commentary on the inconsistencies of human nature that in the 
carefully prepared “ordinances, instructions and advertisements” for 
the guidance of the ship’s company the Almighty was often referred 
to as to a guide to the proper course of action but when trade was con- 
cerned, He was shouldered out of the way for Item 24 recommends 
getting the customer (or anyone who could be useful) “drunk with 
your beere or wine so that you shall know the secrets of his heart!” 


The company’s officers in London, after a time thought the 
“Russes” were getting more than usually suspicious for they wrote to 
their employers stationed in Russia—‘For they bee subtle people and 
do not always speake the truth and think other men to be like them- 
selves.” In the same letter they require that the books be kept up-to-date, 
be centralized and “kept after the manner of merchants, that is by 
Debitor and Creditor.” 


It is evident then that long before Dafforne had his book on the 
market, the English “merchant” were using Pacioli’s system. 


It’s a far cry from the days of the three book system to the punched 
card system—from the days of Pacioli to the I.B.M.! But whatever the 
future holds in the way of account-keeping shortcuts and as long as 
Balance Sheets are prepared, we can’t get away from the fact that we 
still operate on the principles handed down to us by a great man— 
Fra Luca Pacioli. 


In any profession worthy the name, pioneers have been singled 
out for appreciation and honour. It is time that the accountancy pro- 
fession gave Pacioli his due! Perhaps if accountancy students had to 
answer some examination questions based on the ably written book of 
Mr. Geijeek, we might get into their young heads that the latest modern 
text books do not contain it all. 


THE USE OF STANDARDS 
IN CONJUNCTION 
WITH INTERNAL AUDITING” 


By DOUGLAS M. ANDERSON 
Chief Industrial Engineer, Hayward-Schuster Woolen Mills, Inc. 


In extending his scope beyond the financial field into the field of 
operations, the internal auditor is concerned with new types of control— 
new criteria of measurement and appraisal. In manufacturing, the 
internal auditor must become familiar with the techniques used in devel- 
oping performance standards and with the problems of their applica- 
tion. With this background, he is then able to coordinate his work with 
that of the industrial engineer. 


HE entire concept of internal auditing and the responsibilities that 

the industrial accountant has for the general business health of 
the organization have changed and grown far beyond the historical 
stewardship concept. Today the alert industrial accountant concerns 
himself with: 


1. Far more detailed examinations of the procedures and checks set 
up to control negligence, waste and/or fraud. 


2. The examination of the company’s general health as measured 
by indices other than cash position, current ratio, and debt 
equity ratios. The new look includes careful examination not 
only of today’s position as measured by past performance but 
also tomorrow’s position and the chances of that position being 
a profitable one. 


In short, the industrial accountant wants the answer to three basic 
questions: 


1. What were costs? 
2. What should costs be? 


3. How do we achieve the optimum price-cost ratio? 





*Delivered at meeting of New England Chapter. 
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TWO FACTORS IMPORTANT IN MEASURING INTERNAL HEALTH 


In this growing effort to measure the internal health of a company, 
internal auditors are looking more and more at the scope and quality 
of the industrial engineering within the firm. There has been a realiza- 
tion that the number of companies desiring low cost operation far ex- 
ceeds the number who have the ability to achieve it. Men in the pro- 
fessional ranks such as industrial accountants know that efficient low 
cost operations are the result of a cost consciousness throughout the 
organization which is carefully nurtured day-to-day, rather than the 
result of an annual shot in the arm supported by a year of wishful think- 
ing. 

They are beginning to realize that people, not buildings and 
machines, are still the prime industrial factor and consequently, have 
the largest stake in any company’s health. Many managements suc- 
ceed in getting the right cost tools to work with but have far less suc- 
cess in creating the atmosphere for the successful use of these tools in 
reducing costs. Getting a time study is easy; to develop the policy and 
solve the organizational problems of applying a time study is not easy. 
Those of you who have dealt directly with unions will readily appreciate 
that any ill-conceived plans, arbitrary measurement techniques, or ama- 
teur applications of fundamentally sound plans must fail. Such condi- 
tions lead only to labor strife, management discontent, and fluctuating 
high costs. 


HOW TO APPRAISE ENGINEERING DATA 


Recognizing that many of the old measures are not adequate, the 
alert industrial accountants of today are turning to the approach used 
by the industrial engineer. Consequently, it is essential that the account- 
ant have a knowledge of the principles involved. There are three points 
on which he must satisfy himself: 


1. Specification of methods. 


2. Degree of reproducibility of data. 


3. Techniques employed in gathering data. 


Experience has shown that when the effort is made to specify 
methods carefully, the chances are that considerable thought has been 
given to the various ways in which these methods could be improved. 





DOUGLAS M. ANDERSON is Chief Industrial Engineer with Hayward-Schus- 
ter Woolen Mills, Inc. Prior to his present affiliation he was associated with Bruce 
Payne & Associates, Management Consultants. 


Mr. Anderson is a graduate of Harvard College and did post graduate work at 
the Harvard Business School, receiving an M.B.A. degree. He is a member of a num- 
ber of professional societies. 
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At the very least, it provides a ready means to check the validity of any 
cost data. If the methods are not set up, or if set up are not followed, 
you have immediate indication that cost data are unreliable. 


The accountant is concerned over the reproducibility of data for 
one very good reason. If the time standards which have been established, 
irrespective of means, cannot be met repeatedly over a period of time, 
they will serve no useful purpose. 


The techniques employed in gathering data have ranged from 
guesses on the part of the foremen to detailed frame-by-frame analysis 
of motion picture films. Actually, there are two fundamentally sound 
techniques with normal variations in common use today: (1) time study 
and (2) predetermined time values which can be applied to each minute 
motion. Both are valuable tools and can be used alone or in conjunction 
with each other. Each require fundamental training and good judg- 
ment in application. 


In time study, there is one phase which is particularly important 
to understand, namely, the evaluation of raw data. No one operator on 
any given day will give a normal performance which by itself can be 
called standard. Consequently, it is necessary to evaluate all perform- 
ance in terms of a norm which can be used as the standard. This is 
done by using trained judgment to adjust the actual performance times 
upward or downward so that the final time selected will reflect a fair 
day’s work. This evaluated time should represent a reasonable time for 
an average skilled operator following the prescribed method—neither 
the very best, nor the worst. Needless to say, it is in this evaluation 
process that the union takes a most active interest. The basic time values 
must be accepted by both labor and management if they are to be used 
for predicting costs. 


HUMAN ENGINEERING 


Much has been written and said on the importance of human eng- 
ineering. I believe that this human engineering amounts to 75 - 80% 
of the total job. No matter how good the fundamental data is, it will be 
wasted ammunition unless both management and labor can agree as 
to the validity of the standards. When agreement is reached, the stand- 
ards can be a sound foundation for handling such highly controversial 
issues as wage rates, work assignments and management’s production 
and financial commitments for the future. Under these conditions, labor, 
material usage, and to some extent, burden costs per unit tend to stabi- 
lize at predictable levels. 
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SPECIFIC ITEMS DETERMINABLE FROM AN INTERNAL 
AUDIT USING STANDARDS 

There are many advantages of good time standards in a well run 
company. It holds true, of course, that the lack of good standards may 
have the opposite effect. 


Good time data will provide a means for: 

1. Evaluating the possible labor savings from new equipment, 

2. Evaluating possible changes in methods, 

3. Determining where new equipment or methods would yield the 
largest dollar return, 

4. Evaluating labor performance, job content, work assignments 
and establishing learning scales. 

5. Establishing a sound system of cost controls for labor and man- 
agement. 


As a result of the combination of these factors, a company has a 
better chance of making sound investments in new equipment; training 
programs; consulting services; operating, supervisory, and management 
personnel; and product lines. 


GOOD SPECIFICATION OF METHODS WILL: 


1. Provide the basis for operator training in the best possible 
methods. 


2. Enable management to change standards in a fair and equitable 
manner with changes in methods. We have a minimum average 
technological change in methods of 214 - 3% each year. In ten 
years, this means that standards could be from 25 - 30% out 
of the way. 


3. Provide a basis for maximum utilization of equipment, material 
and personnel. 


GOOD SPECIFICATIONS OF MATERIALS AND QUALITY 
WILL PROVIDE A MEANS: 


1. For controlling the quantity and quality of raw materials used, 


2. To check the upgrading and downgrading of the finished pro- 
duct. 


WHY GOOD DATA ARE NOT ENOUGH 

The industrial accountant must look far beyond the actual data in 
forming his conclusions on the internal health of a company. He must 
see that the proper tools are skillfully used to achieve the desired results. 
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There are many policy and organizational issues which must be success- 


fully handled. 


Good channels of communication from top to bottom and bottom 
to top are necessary. Without the necessary flow of information, under- 
standing will be lacking, grievances will multiply, absenteeism and 
labor turnover will be high. While these factors of industrial health 
may not have been generally considered as part of an industrial audit 
in past years, the alert accountant of today is recognizing these symp- 
toms for what they are—fundamental factors in profit determination. 


Wide variances from standards or sizable percentages of time off 
standard (10% or more) can be traced to poor follow-up. The standards 
may not have been put into a simple form which can be readily assimil- 
ated by the lower supervisory groups, or they may not be followed up 
with understandable cost control reports which are kept on a current 
basis. Cost consciousness is an attitude which top management must 
develop and keep alive on a daily basis. The annual “give ‘em hell, 
Harry” speech is a waste of executive effort. It is far better to work on 
correcting each day’s and each week’s operating results. 


Faith in the standards by the employees can only logically follow 
a demonstrated faith in these standards by management. It should be a 
clearly understood policy that once issued no standard will be changed 
except for changes in method, machine feeds and speeds or materials. 
When such changes do occur, the standards should be changed immedi- 
ately to correspond with the actual conditions. It is very important to 
see that upward revisions are handled as rapidly as downward revisions. 


Such organizational and policy issues are the undeniable responsi- 
bility of top management. The industrial accountant, in making an 
internal audit, would be remiss in his job if he failed to point out the 
nature of these problems just as clearly as he points out that there 
was an inventory loss or cash deficit. When he fully accepts this respons- 
ibility, he will be fulfilling the role for which his education and experi- 
ence have prepared him. 








RELATIONSHIP BETWEEN INTERNAL 
AUDITING AND PROCEDURES 
AND METHODS ACTIVITIES * 


By C. J. GHESQUIERE 
Auditor, Detroit Edison Company 


The question of whether an internal audit group should concern 
itself with procedures and methods activities has been the source of 
much discussion and divergent opinion. It is argued that the internal 
auditor’s responsibility for appraisal of controls requires that he have 
knowledge of adequate and effective procedures—and that this may be 
utilized in development as well as appraisal. The contra-argument is 
that the internal auditor should not be responsible for appraising his 
own work, 


This article gives concrete description of the manner in which 
procedures, systems, forms and internal auditing are handled under the 
general supervision of a company general auditor—with staff advice 
and control through a plan of committees in which all departments are 
represented. 


HE relationship between internal auditing and methods and pro- 

cedures is a subject on which there is and will continue to be a wide 
difference of opinion. In fact, each activity has inherent in it much 
room for differences of viewpoint; especially as to its scope. Naturally, 
when you combine them, or attempt to relate them in any fashion, the 
controversial issues are exaggerated. 

I would like to go on record that I believe that procedures and 
methods activities should be considered as a separate activity from that 
of internal auditing. However. I do not hold that both activities cannot 
be performed by the same person, who may be an internal auditor. 

Much of the controversy arises as the result of different views 
about the scope of each activity. 1 would like to settle some questions 


on this first before elaborating on the operations and relationships of 
these two activities. 
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Let me illustrate one such difference in viewpoint in the scope of 
internal auditing. The “Statement of the Responsibilities of the Internal 
Auditor” published by Tue InstirurTe states: “Internal auditing is the 
independent appraisal activity within an oragnization for the review 
of the accounting, financial, and other operations as a basis for protective 
and constructive service to management. It deals primarily with 
accounting and financial matters, but it may also properly deal with 
matters of an operating nature.” 


The major controversial point in this statement is the fact that it 
mentions auditing may deal with matters other than accounting or 
financial. For example, Paul Grady, C.P.A. with Price Waterhouse & 
Co., who has served as chairman of the American Institute of Account- 
ants Committee on Auditing Procedures, wrote in the May 1951 issue 
of the Journal of Accountancy in a manner contradictory to the “State- 
ment of the Responsibilities of the Internal A.uditor.” He states: 


“One of the principal means of obtaining continuous surveillance 
and improvement in the system of internal control is the provision of 
appropriate program of internal auditing. We cannot here give a de- 
tailed treatment of the development of such a program. However, I 
should like to point out two rather common pitfalls which should be 
avoided. 


“The first pitfall, which appears more often in internal auditing 
literature than in practice, evidences an ambition to extend the sway 
of internal auditing beyond the functions of the accounting and finan- 
cial departments. It seems to me unwise for internal auditors to take the 
responsibility for the surveillance of measures designed to promote oper 
ational efficiency and to obtain adherence to prescribed managerial poli 
cies outside the proper functions of the accounting and financial depart 
ments. Many of these matters are beyond the field of competence of 
the auditor. Over-selling is harmful to the proper development of in- 
ternal auditing since it may create serious barriers in other departments. 
The opportunities for constructive work in the accounting and fin- 
ancial fields are great enough to satisfy any reasonable auditing ambi- 
tion. When the internal auditors have demonstrated worth-while accom- 
plishments in their own field, other departments will seek their services. 


“In my opinion, internal auditing is on a sounder basis if its direct 
responsibilities are limited to matters properly within the functions of 
the accounting and financial departments, with any extension to be 
undertaken at the request of, and as a service to, the department directly 
responsible. Under these conditions it is much easier to arrange for the 
full cooperation and technical assistance required from the personnel 
of the other departments.” 
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Although I would not disagree with some of Mr. Grady’s statements, 
I am sure that many internal aucitors would not consider this being a 
pitfall. In fact, I believe that before too long a time, auditors may be 
criticized for not reporting on some matters other than accounting and 
financial. When internal auditors perform managerial audits and report 
to the top executive or to a controller who takes broad controllership 
responsibilities, then they will tend to operate in all departments of the 
Company. This usually will result in audits and reviews of operating 
matters that are not necessarily directly related to accounting or finan- 
cial transactions. 


Mr. Grady also implies that audits of this kind should be made only 
as requested by the departments. In some questionable areas I would 
concur, but in others, it appears that the auditor should be permitted 
to use his own discretion as to the need for auditing the operation. He 
should not be restricted unless it is proved that he uses poor judgment 
in the selection of operations or matters reviewed. Undoubtedly many 
internal auditors confine their activities to accounting and financial 
transactions. We also know that many internal auditors report to ac- 
counting officers and operate strictly within their accounting units. I do 
not consider this a healthy situation, and so am assuming that internal 
auditors should be concerned with operations in almost all departments 
in the company. We have operated that way in our company for many 
years and I know that many others do likewise. 


One can take the same approach to the scope of procedures and 
methods activities. The two activities, auditing and procedures, are al- 
most identical in this respect. In defining the scope of the procedures 
and methods activity in our company, we describe it as follows: “It 
will consider all phases of company procedures, methods and forms con- 
trol, pertaining to clerical operations and activities related to them, 
which may offer possibilities for improvement. The staff will assist the 
various departments in the company in the preparation, and/or devel- 
opment of new procedures, methods and printed forms. Also, it will 
assist in making changes or revisions to existing procedures, methods 
and printed forms and in other matters pertaining to improvements in 
office operations.” 


You will note that we do not limit our activities in these areas to the 
accounting and financial departments, but we do remain close to the 
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clerical or office operations and activities related to them. Our experi- 
ence has been that the accounting and financial departments, although 
having the most voluminous records and extensive office operations, also 
have the most efficient systems. Other departments in the company 
sometimes have extensive office operations, but they do not usually get 
close attention as to their efficiency. This is because the department 
is concerned principally with other operating matters and the office 
operations are of a secondary nature. A review of such departments 
outside the accounting and financial area in our company over a two- 
year period by a procedures man, disclosed potential savings of $400,000 
annually. 


To repeat, I am convinced that both auditing and methods and 
procedures activities need to go beyond the accounting and financial 
departments. A wise man once said, “If people did no more than they 
had to, life would come to a standstill tomorrow.” 


I shall now discuss some of the more specific items that concern 
both auditing and procedures and methods activities. 


Let us consider first the establishment and maintenance of pro- 
cedure manuals. This subject is a controversial one, as to whether or 
not such manuals are desirable. Almost all articles written on this sub- 
ject indicate that they are. Yet we know that many, many companies 
do not have them, and there is real doubt in my mind as to whether 
these companies consider them necessary or desirable. If not, why 
don’t they say so? However, because most companies appear to advo- 
cate having manuals, we are going to assume that they are desirable. 


The next question concerns the responsibilities of the people in- 
volved. Again it appears, that practices vary considerably as to who 
has the responsibility for preparing, maintaining and auditing the man- 
uals and procedures. 


First, we shall assume that we have an auditing staff and a separate 
procedures and methods staff. If one group or invidual is expected to do 
both kinds of work, then it is assumed that the individual will spend part 
of his time auditing and part on procedures work, which may be the 
case in many smaller companies. 


I consider that the development of procedures and revisions should 
be the responsibility of the operating personnel in the various depart- 
ments, Auditors should refrain from participating in this work, except 
in a reviewing capacity. Many times it may be worth while to have the 
auditor review a new or revised procedure before it is made effective 
rather than to appraise and criticize it at the time of audit. I repeat 
that the personnel doing the work should take the responsibility for 
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preparing and maintaining their own procedures. If outside staff assist- 
ance is required to give advice in this work, this should be furnished 
by the procedures and methods staff personnel. I have no serious objec- 
tion to procedures and methods staff personnel writing the procedures, 
providing that they work closely with, and have the complete accept- 
ance of, the operating personnel. 


Next, we have the— 


APPRAISAL OF PROCEDURES 


The reviewing and appraising of the records and procedures in 
terms of their adequacy and effectiveness are normally the responsibil- 
ity of the internal auditor. Checking the extent of compliance with 
established procedures is also the auditor’s responsibility. Moreover, 
it appears advisable for the procedures man to review the operation 
of new procedures which he has assisted in developing. This should 
usually be done after the procedure has been in operation long enough 
to have had a reasonably good trial. After the trial or initial review 
period, it appears advisable for the procedures staff to rely on the 
internal auditors for information as to the advisability of further reviews 
or revisions. Certainly the policing must be closely coordinated between 
the auditors and the systems personnel. 


I have mentioned that auditing and systems activities are quite 
similar, especially as to scope. By this I mean particularly that 
each should be considered as a company-wide activity, rather than 
being confined to accounting and financial matters. Yet there is an area 
in their operations in which I believe there is a real difference, and 
this difference is in the approach to the audit, survey or review. Internal 
auditors should be permitted to audit any operation deemed advisable. 
There should be few, if any, restrictions placed on them. To obtain the 
most satisfactory end result, it appears that procedures and methods 
personnel should approach their work in a different manner. 


Observations of procedures and methods operations in our com- 
pany and of those of a number of other companies which I have visited 
indicate that best results are obtained when there is maximum partici- 
pation by the personnel in the operating departments. It therefore seems 
advisable to establish a program that officially recognizes this participa- 
tion. Unless the personnel in the departments outside the procedures 
and methods department are allowed to have a real part in developing 
changes and improvements, the activity is very apt to have rough 
going. Also, we can gain some real benefits by getting the assistance 
of those individuals who know most about the operations. The pro- 
cedures and methods staff personnel can give expert advice in a staff 
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capacity and accomplish more, I believe, than by considering them- 
selves efficiency experts with all the “know how’’—and thus get to be 
looked upon as fellows to be avoided. To illustrate why I believe the 
procedures and methods activity should operate in a different manner 
than internal auditing, and to further explain the point that I just cov- 
ered with respect to participation by departmental personnel, I will 
give you a brief account of the Detroit Edison program and our experi- 
ence. 


First, I will give some background information about the situation 
as it existed several years ago, just before we made any attempt to form- 
alize the procedures, methods and forms control. The larger depart- 
ments, such as Accounting, Sales, Overhead Lines, Pay Roll and others, 
had procedure specialists of their own. Office operations in the depart- 
ments that did not have extensive clerical activities were the sole re- 
sponsibility of clerical supervisors of these departments. Thus, each 
department in the company had the responsibility of establishing and 
maintaining its own procedures. The internal auditors appraised pro- 
cedures that affected the units of work that were audited. They some- 
times assisted in developing or changing procedures at the request of 
other departments. Clerical procedures for operations that were not 
audited were not reviewed by anyone outside the operating department. 


The first move toward formalizing this activity was made when 
we organized a Forms Committee. We appointed a member of the 
Auditing Department to serve as Secretary of this Committee and do 
the detailed staff work necessary to control and improve printed forms. 
This Forms Committee had members representing all departments in 
the company. It reported to the General Auditor. It had the responsibil- 
ity for reviewing all printed forms in the company for the purpose of 
elimination, standardization, simplification or other possible improve- 
ments. 


Incidentally, we have approximately 3,200 printed forms in use 
in the comapny. The committee worked so enthusiastically toward mak- 
ing improvements in printed forms and received such generally good 
acceptance of their work that we considered it a real success. It is inter- 
esting to note that most of the improvements made in printed forms 
were in forms used by departments other than the accounting depart- 
ment. 


Shortly after the organization of the Forms Committee, our man- 
agement decided that we should formalize our procedures and methods 
activities. I was given the assignment of recommending a formal plan 
for consideration of our senior officers, and for a period of several 
months I did considerable research work. I attended a three-day seminar 
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of the American Management Association in New York on this subject. 
Also, the Edison Electric Institute Accounting Executive Committee 
had been active on this subject about this time. They conducted sur- 
veys of some thirty electric and gas companies and published the re- 
sults. I visited with some of these companies who appeared to have 
been most active in this area. 


The ideas gathered in this manner; plus our experience; plus con- 
sideration of the attitudes of some of our senior officers, resulted in the 
program which I will outline. 


This new program has been in operation since September 1, 1951. 
From our experience, I feel confident that the general plan is sound. 
We have completed a number of projects with very satisfactory results, 
with individual projects developing annual savings ranging from $5,000 
to $70,000. 

I will now outline the organization and method of operation of these 
activities in the Detroit Edison Company. 


ORGANIZATION 


Our organization chart shows the General Auditor with two major 
divisions of his organization. The Auditing Division, under an Assistant 
General Auditor, is responsible for all internal audit work, which is 
subdivided into Revenue Audits, Disbursement Audits and Inventory 
Audits. 


The Procedures and Methods Division is subdivided into a Pro- 
cedures and Methods Group and a Forms Group. These are groups of 
specialists in their areas. The principal function of these groups is to 
provide staff assistance to operating departments of the company and 
to the company committees which are assigned responsibility for speci- 
fic projects relating to forms or systems. 


COMMITTEE ORGANIZATION 


All procedures, methods and forms activities are under the general 
control of the Procedures, Methods and Forms Committee. This com- 
mittee reports to the Executive Vice President, and is composed of the 
General Auditor (who is the Chairman), the Assistant Secretary and 
Assistant General Accountant, the Assistant Treasurer, the Assistant 
Controller, the Assistant Manager of Sales and the Manager of Opera- 
tions. This committee structure insures representation to each depart- 
ment with sizeable office operations. 


Under this top committee, there is a Forms committee of eleven 
permanent members representing all departments of the company. This 
committee is concerned with matters of policy regarding printed forms 
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and with responsibility for securing the acceptance of all affected depart- 
ments, where forms are used in more than a single department. 


A separate Procedures and Methods Committee is established for 
each project. A procedures and methods specialist is chairman 
of all project committees. The other committee members are appointed 
by the heads of the departments which are concerned with the project. 
They are usually employees at the working level who will be directly 
affected by the matter under review. 


ORIGINATION OF PROJECTS 


Most projects originate as requests from department heads or as 
suggestions through employee suggestion plan. Occasionally, other 
company committees or senior executives may request that specific work 
be undertaken. Whatever the source, all requests go first to the chair- 
man of the Procedures, Methods and Forms Committee, who determines 
who should take responsibility in the matter. If only one department 
is affected, the matter is referred to the Supervisor of the Procedures 
and Methods Division, who assigns it to a procedures or forms specialist. 
These one-department projects are usually handled to a conclusion by 
the Procedures and Methods Division. 


If the matter concerns more than one department, it is first dis- 
cussed and cleared through the Procedures, Methods and Forms Com- 
mittee, which then refers it (in case of forms) to the Forms Committee 
or (in case of systems projects) authorizes the establishment of a sep- 
arate Project Committee. 


COMPLETION OF PROJECTS 


Printed forms matters are usually settled to a conclusion by the 
Forms Committee. In the event of difference or disagreement, the 
questions at issue may be referred back to the top committee for final 
decision—but this is seldom necessary. 


Each sytem project for which a project committee is established is 
studied by that committee and then summarized in a report which 
embodies the recommendations of the project committee. The report 
then goes to the top Procedures, Methods and Forms committee for 
review and decision as to the course of action. 


Since this committee is a staff group, it has no direct authority 
to require that procedures be put into effect. Hence, its final recom- 
mendations go to senior executives, with most of them made to the 
Executive Vice President, who has authority over all departments—and 
also supervision over the committee. 
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After approval for final action is secured from all departments 
who will be affected by the new procedure, the Procedures, Methods 
and Forms Committee then has the responsibility for issuance of the in- 
structions necessary to put the new routines into effect. 


CONCLUSION 


I would like to conclude by emphasizing these points: Internal 
auditing should concern itself with appraisals of procedures and methods 
and not with establishing or reviewing them in detail. Internal auditors 
should be allowed to audit or review any operation or department in the 
company at their own discretion. Procedures and methods activities 
should stress the participation of other operating personnel. The studies 
or reviews should be made principally on request of departments or 
company officers and every study should have their acceptance before 
work is begun. Internal auditing and procedures and methods activities 
should be performed by separate groups when possible or practicable. 


In enlarging our horizons in these activities, we should strive to 
command large fields, but must remember to thoroughly cultivate the 
small ones. 


INTERNAL CONTROL OF ACCOUNTS 
PAY ABLE” 


By RICHARD TILT 
Partner, Arthur Young & Company 


The elements of internal control of the purchasing and accounts 
payable functions have been well established by experience. In opera- 
tion, the effectiveness of control is governed by the degree of admin- 
istration and acceptance in the operating organization. 


This article outlines the essentials of control, some of the sources 
of danger and describes a method of test sampling for the internal 
auditor. 


N the span of a short talk, it is not possible to cover all the principles 
involved, or point out all of the devices or procedures which may 
be introduced into a system of internal control to protect accounts pay- 
able adequately. The principles covered are therefore limited to the 
following: 
1. Establishing appropriate procedures which will provide for the 
division of responsibilities and duties 


2. The adoption of sound practices 
3. Measuring the quality of an employee’s performance 
4. Effective appraisal of the system of internal control, and ade- 


quacy of procedures and practices. 


Certain basic devices and procedures will be interwoven into a discus- 
sion of these principles. 


ESTABLISHING APPROPRIATE PROCEDURES 

The segregation of functional responsibilities, and the establish- 
ment of a system of authorization and record procedures will vary with 
the type of organization, its size, the location of its plants, whether it is 
centralized or decentralized, whether it has subsidiaries, branches and 
foreign operations, and any other factors that may be peculiar to the 
particular enterprise. Any one of us studying the same set of facts 
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might come up with a different set of procedures, but basically our 
balances and checks would be the same. To illustrate one approach to 
the control of accounts payable, I will first outline the procedures of a 
company with which I am familiar, and, by example, demonstrate its 
procedures and practices. 


The company chosen for this illustration is a multi-unit organiza- 
tion with decentralized purchasing and accounts payable control. With- 
in a plant, purchasing is centralized in one department. Requisitions 
flow from stores to the Purchasing Department. Bids are requested from 
vendors before the order is placed. The procedures adopted for con- 
trolling accounts payable are as follows: 


1. The Purchasing Department forwards a copy of the purchase 
order to the Accounts Payable Department. 


to 


In the Accounts Payable Department, the purchase order is 
filed alphabetically by vendor until the receiving report and the 
vendor’s invoice are received. 


3. When the receiving report reaches the Accounts Payable De- 
partment it is dated and filed with the applicable purchase 
order in the alphabetical file pending receipt of the invoice. 


4. When the mail room receives an invoice it is sent to the 
Accounts Payable Department for review and screening for 
unusual items. The invoice is then “logged” as to date received, 
amount and payment date. All copies of the invoice except one 
are marked “duplicate.” The original is “block stamped.” 


5. The invoice is then turned over to a matching clerk who com- 
pares the invoice with the purchase order and the receiving 
report. Any discrepancies are noted, and the invoice with sup- 
porting documents is turned over to a trouble-shooter who in- 
vestigates the discrepancy. 

Where invoices are received but no matching purchase orders 
or receiving reports are on file, the invoices are held for five 
days before an investigation is begun. 


6. A “matched” invoice is dated in the “block stamp” and for- 
warded to the extension clerk who checks the details appearing 
on the face of the invoice. The clerk enters the distribution 
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code (taken from the purchase order) in the block stamp, and 
prepares a debit or credit memorandum for any discrepancies. 
This clerk also computes the discount. 


7. The matched and checked invoice is then turned over to the 
attest clerk who is responsible for rechecking all that has been 
done up to now. He also designates the payment date. At this 
point the invoice is logged out. 


8. The invoice is then forwarded to the machine section, where 
the voucher is prepared and details entered in the voucher 
register simultaneously. The voucher and supporting docu- 
ments are filed alphabetically until payment date. 

9. On payment date 
(a) The extension clerk checks the details appearing on the 

voucher. 
(b) The machine section prepares the check and posts to the 
check register simultaneously. 


(c) The voucher and check are compared and checked in detail 
by the attest clerk who signs the “approved for payment” 
section of the block stamp. 


(d) The check is protectographed and submitted with the 
voucher and supporting documents for signature. 


(e) The check is signed by the Controller and then mailed by 
his secretary. 

(f) The voucher and supporting documents are marked “Paid” 
and filed alphabetically. 


There is nothing really unique about the foregoing procedures. 
They pretty much conform to the textbooks, except for some possible 
short cuts which could be introduced in the payment procedures. Any 
one of us could point out flaws in the above system; yet, because of 
factors peculiar to this company, the procedures are an effective check 
on its accounts payables. 


I do not propose to dwell any further on the routine procedures 
applicable to accounts payable. You have heard, read or applied them 
many times. I prefer rather to explore with you, those areas in which 
the most carefully designed system of internal control may break 
down. Later we will talk about what we as auditors can do to prevent, 
or at least discover the break down at an early date. After discussing 
these problems with you, I hope that in the question and answer period 
to follow, each of you will give the rest of us the benefit of your experi- 
ence in these areas. 
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SOUND PRACTICES 

Basically the purchasing function involves the budgeting of pur- 
chases, obtaining bids, placing the order and may even include approv- 
ing the invoice. This function may be placed in the hands of one indi- 
vidual, or may be delegated to a number of individuals in a well-inte- 
grated department. It may be a centralized department which serves 
all of a company’s plants and branches, or each location may have its 
own department. Nevertheless, the principles of internal control are the 
same. In each step of purchasing there will be documentary evidence 
of the function performed. The requisitions, purchase orders and bids 
with their initialled approvals are prima facie evidence that the system 
of internal control is in operation. However, they do not give conclusive 
evidence that the indicated checks and reviews have been performed 
conscientiously and intelligently. 

A good system of internal control will not give positive assurance 
that the best price has been obtained by the purchasing agent. Even an 
independent review of the transaction by the head of the department, or 
someone else who is familiar with the type of purchase, cannot eliminate 
“commercial bribery” or kickbacks. 

Most audit manuals suggest that the mode of living of the pur- 
chasing agent, or any other individual handling cash or securities, be 
investigated. This is somewhat analogous to closing the barn door after 
the horse has been stolen. By the time the riotous living becomes appar- 
ent, the suspect has had his hand — or possibly even his whole arm — 
in the till. 

Much has been written about the flow of material requisi- 
tions and receiving reports. Here again documentary evidence is avail- 
able for reviewing the elements of internal control. However, is the 
proper attention being given to the handling of the materials? Filling 
in and initialling a receiving report (or a copy of the purchase order 
which serves as a receiving report) by the receiving department gives 
evidence of a function performed, but does not indicate how well it is 
performed. The paper work indicates that some material was received, 
but it does not tell us how carefully the original count and inspection 
was made before the material was placed in stores. 

A perpetual inventory system is a must for good internal control, 
and is an excellent device for revealing inventory shortages when com- 
pared periodically to a physical inventory. However, it does not tell 
the story as to the reasons for the differences between book and physical 
count. Gate passes and shipping reports, properly signed, purport to 
show quantities shipped. They do not, however, indicate how well the 
materials were checked in the shipping room or at the plant gate on 
their way out. 
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Returns are evidenced by receiving reports and memoranda. 
These usually are properly handled, but some of you may recall a 
recent department store defalcation where credit memoranda prepared 
by the salesman were not matched with the merchandise which alleg- 
edly had been returned. 


Finally we come to the payment of the invoice for the material 
purchased. On paper the internal check and control may look good. But 
what balances and checks have been developed to determine the extent 
to which the various individuals handling the papers have performed 
their assigned function? All of us can recall incidences wherein these 
procedures have become routine and mechanical, and defalcations have 
occurred. Checks have been signed in blank, signatures plates have been 
carried around in pockets, numerical counters on check signing machines 
and protectographs have been ignored, checks have been mailed by 
those recording accounts payable and so on. These lapses in internal 
control are not apparent from the records, but become apparent only 
through observation and questioning. 

At this point we may ask the question: “What can be done about 
those areas in which even a good system of internal control may not in 
itself be sufficient to protect the integrity of the accounting records and 
the company’s assets”? To a large extent the work of the internal audi- 
tor is the answer to this question. 


INTERNAL AUDITOR'S ROLE 


From the foregoing discussion of the problem, it should be apparent 
that the mere examination of supporting documents is not sufficient to 
determine the effectiveness of the internal checks and balances. The 
internal auditor must go behind the evidential matter to determine the 
proficiency with which the individual is performing his function. To 
accomplish this, the internal auditor may use one or a combination of 
the following devices: 

1. Questionnaires 

2. Flow charts with explanatory material 
3. Procedural narratives 


Some auditors use questionnaires similar to those recently published in 
“The Internal Auditor” as a basis for reviewing internal controls. Some 
prefer to use flow charts similar to those published by the American 
Institute of Accountants in its “Internal Control Bulletin.” Still others 
prefer to prepare a written narrative of the procedures based on in- 
formation obtained during the audit. The important factor is not which 
device is used, but rather: “How do we go about getting the basic in- 
formation?”’ Let me describe a method which I have found to be satis- 
factory. 
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I like to select a group of representative vouchers, say ten or twenty, 
covering typical transactions—a purchase of raw materials, a purchase 
of fixed assets, a petty cash voucher, a voucher for insurance, one for 
professional fees, etc. 1 may take two or three in each category, so as to 
have some assurance that I have not selected one that was unique. 

Now let’s use the voucher representing a purchase of raw materials 
to explain briefly the procedures followed. We start with the first step 
in the origination of the voucher. It may be that materials control, pro- 
duction control or the storekeeper originated the material purchase 
requisition. Who ever did, he is the first man we go to. We talk with 
him and get him to tell us what he does, and how and why he does it. 
During the course of this conversation we should get answers to the 
following questions: 

1. Are the prescribed company procedures being followed? If 

available, we presumably familiarize ourselves with them prior 
to the interview. 


to 


Are the prescribed procedures basically sound or can they be 
improved upon? 

3. Are the employees carrying out their work conscientiously and 

intelligently? 

Answers to some of the questions are easier to get than are those 
to others. The man making the review must be alert and observant. He 
cannot limit his work to pleasant conversation. He must check his 
vouchers back to any records kept in the department, and use any 
means at his disposal to check physically or by observation the oral 
information given to him. 

From production control our auditor goes on to the next depart- 
ment, following the flow of the paper work. In each department his 
approach and procedures are the same — inquire, observe, check. 

If the auditor comes upon something in the course of his review 
which suggests that his limited sampling of vouchers is insufficient, he 
should, of course, select more and check them. However, the method 
of testing the system of internal control which I am describing is based 
on quality of work done rather than on voluminous detailed checking. 

This provides a method of testing the system of internal control, 
including the human element. After our auditor has finished his in- 
quiries, observations and tests with respect to each type of voucher, he 
should have all the information necessary to evaluate the system of 
internal control and its effectiveness. Now he may fill out his question- 
naire if he is statistically minded, prepare a flow chart, if he fancies 
himself as an embryonic Rembrandt, or take the narrative approach if 
he has a Shakespearean complex. 
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LOOK BEFORE YOU LEAP 


ONG before any of us had dreamed of becoming an auditor we had 

all heard the familiar proverb “Look before you leap.” Looking 
before you leap in auditing is a most essential process. We should 
always bear in mind a few of the practical applications of this simple 
philosophy. 

First and most importantly, auditing costs money. In any organ- 
ization, whether its purpose be for profit or not, it is always important 
to get the most for a given expenditure of money. Look before you leap, 
then, in so designing an over-all audit program that a maximum amount 
of audit coverage is achieved with a minimum expenditure of time and 
money. Are all of our audit assignments really necessary? Are some 
repeat audits made at too frequent regularity? Should some of our 
assignments be dropped in favor of other more important assignments 
which we don’t already perform? Are we bound by the calendar year 
concept which calls for a job to be done at least once a year, whereas 
once every two or three years would be equally effective? 

Next, on any individual assignment, do we look sufficiently far 
ahead before embarking on an individual procedure? Have we found 
out that, instead of preparing original figures, there are already in 
existence some acceptable figures which we can check or test instead? 
Do we look to the end-product to find out whether all our mechanics 
are really justifiable? 

Thirdly, when preparing a report, do we visualize in essence just 
what we want to convey before starting to write? Do we put ourselves 
in the place of the reader to figure out what he will need to know — 
and what he will not need to know? Are we particularly careful, when 
offering any criticisms, to determine that they are well-founded, tact- 
fully expressed and not unfairly slanted? 


If, as auditors, we look before we leap, we can provide our organ- 
ization with the most profitable results in relation to audit cost, we can 
perform each assignment more expeditiously and we can present audit 
reports which do credit to our work and help to build greater manage- 
ment acceptance. 
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TRAINING 


INSTITUTE OF INTERNAL AUDITORS: 


college graduate in this field — 


organization? 


(c) In any other way? 


in this field. 


1. A light machinery company 


upon completion of their formal education. 


and procedures objectively. 


2. A machinery and equipment company 


but also of other departments of the business. 


The following question was put to four active members of THE 


In view of the increased emphasis on the internal auditor’s ability 
to appraise policies and procedures, how would you train the young 


(a) By immediate employment in the audit group? 


(b) By employment for a year or two elsewhere in the controller’s 


The answers are summarized below. It is interesting to note the 
wide divergence of views presented by men who have rich experience 


This opinion has been gathered by some experience of hiring 
people under both conditions, that is directly out of college and those 
with other financial or controllership experience. To a degree the results 
required will indicate the type of personnel we may hire for our audit- 
ing department. If we are contemplating the supervisory job of internal 
auditor and we have no one who could possibly move into that position 
from the auditing staff, we select someone who had a variety of experi- 
ence in financial operations. If we were contemplating the training of 
personnel to assume other supervisory positions in the financial depart- 
ment, we would place them in the auditing department immediately 


I do not want to lose sight of the original point of the increased 
emphasis upon the auditor to appraise policies and procedures, and my 
thoughts in this connection are that anyone, with proper education and 
an ability to use common horse sense, is capable of appraising policies 


I believe that beginners in the field of internal auditing should 
have an opportunity to see policies and procedures in action, before they 
are immediately employed in an audit group. Therefore, quite often 
we require trainees who have had no previous business experience to 
undergo a training period in the accounting department on such a 
rotational basis which will permit an opportunity to come into contact 
with policies and procedures not only of the accounting department 
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After a preliminary period of training for approximately two years, 
the trainees should then be employed within the audit group, gaining 
actual experience in auditing, with the opportunity to use their knowl- 
edge of policies and procedures obtained in the preliminary period 
mentioned above. 


3. A petroleum company 


The college graduate employed for a position on the accounting 
staff can usually be given an assignment that he can independently 
handle within a short period of time. This is not true of the recruit from 
college that is placed in the auditing department. The formal education 
given him in auditing at the university — usually one or two courses — 
falls short of equipping him with the technique or “know how” of pro- 
gramming and conducting an audit. In addition to this basic deficiency, 
his lack of knowledge of company operations precludes “quality per- 
formance” which is the ability to challenge a charge as well as to check 
it, and to satisfy himself that the revenue recorded is that which should 
have been received. 


All will agree that audit “know how” will be acquired only through 
on-the-job assignments in the auditing department, under the super- 
vision of seniors qualified to instruct as well as to direct. The crux of 
our problem is determining whether the other deficiency — lack of 
knowledge of company operations — is best met by having the recruit 
initially in the auditing department or elsewhere in the organization. 


It is believed that the “future auditor” should obtain his basic 


knowledge of the operation of the company in a line function — pre- 
ferably accounting. His educational program must far transcend the 
merely placing of him at a desk in the accounting department — it 


must be one in which the orientation features include a variation in 
work assignments as well as a considerable amount of actual contact 
with physical operations. 

The knowledge obtained initially and entirely outside of the audit- 
ing environment should reflect itself most significantly in the following 
ways— 

(a) The recruit should have a more understanding approach in 
his assignments later on as an auditor. From such line experi- 
ence, he will have a keener appreciation of the motivations 
and the viewpoints of the “auditee.” 


(b) Having a working knowledge of the company’s operations at 
the time of joining the audit staff, the recruit will not only 
be in a better position to give “quality performance,” but he 


will possess a degree of confidence and assurance that is so 
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essential to the new auditor in appraising and evaluating the 
work of others. 


4. An insurance company 

In my opinion, best results would be attained by immediate em- 
ployment in the audit group as there is no finer training ground for 
the young college graduate than there. Where else does one have the 
immediate opportunity to study so many company policies and pro- 
cedures “in action?” The well organized audit group, with its procedure 
manuals, audit manuals and report files highlighting inadequacies in 
accounting procedures is a most fertile field in which to “plant” the 
new trainee. Here, through the objective eyes of the internal auditor, 
he has the opportunity to see the operation of his company in panoramic 
form. 


This seems to have been largely responsible for the trend whereby 
most corporations draw heavily on the audit staff in seeking candidates 
for filling management vacancies. The increased emphasis on the in- 
ternal auditor’s ability to appraise policies and procedures is direct 
recognition of the fact that he is in a position where his broad perspec- 
tive enables him to accurately and impartially appraise such policies 
and procedures. 

It would follow, therefore, that immediate employment in that 
audit group would be the best means to train the young college gradu- 
ate in this field. It is granted that time spent in a planning or methods 
group learning systems and procedure work would give the trainee 
some “tools” which might make his future audit assignment easier. 
However, this seems neither essential nor desirable. Under accepted 
methods of proper supervision in the audit group, the trainee will 
secure the necessary “know how ” of procedure work while gaining the 
all important philosophy of auditing as practiced in his particular com- 
pany. In this way he should be in a position to develop more quickly 
his ability to properly appraise policies and procedures. 





BASIC AUDITING 


This is the last in a series of four articles designed as guides for 
auditors, covering the audit operation from a “non-textbook” approach, 
to supplement original thinking rather than to serve as a reference on 
techniques. Previous articles were published as follows: 
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September 1953—I Audit objectives 
December 1953—II Audit planning 
March 1954—III Systems and the auditor 


PART IV — AUDIT REPORTING 


1. Communications 

A report is a communication of facts or opinions. Auditing involves 
a constant reporting function, much of which is an informal part of 
our routine. We first find facts and formulate opinions; then we com- 
municate them. The communication may be by word of mouth (merely 
telling somebody or making a statement at a conference). It may also 
be written (on a scrap of paper or in a formal printed statement). 
However done, it requires two essential features — finding out and tell- 
ing somebody. 


Being a technical occupation, auditing calls for something in be- 
tween finding out and telling somebody. It requires analysis. Analysis 
involves breaking down the facts so that they lead to a conclusion. In 
directing our mental analytical processes, we have two courses open 
to us. We can first determine what our conclusion should be, or we can 
let the facts and reasoning guide us. The first might be called “subjective 
analysis.” It is sometimes emotional, sometimes dishonest. The auditor 
should avoid it at all costs as it will ultimately lead to his downfall. 
Being guided by reason might be called “objective analysis.” It implies 
a fair and unbiased consideration of all the facts and leads to the type 
of independent report which the auditor should aim to present. 


2. Finding facts 
Before getting the facts, we must determine how our fact-finding 
is going to fit into the over-all audit plan. We must decide the answers 
to such questions as these: 
What facts do we want? 
Where shall we get them? 
What will they lead to? 


If we don’t seek facts methodically, we may either get plenty that are 
of no use to the job on hand or, even worse, we may miss facts that we 
really need in reaching a decision. 


Then we have to decide where to get these facts. Time spent in 
advance in planning a methodical search is generally time well spent. 
With an unorganized approach, we shall be led intentionally or unwit- 
tingly, into backwaters. If in doubt, we should start questioning at the 
highest reasonable level rather than the lowest. We are less likely to 
be mislead that way. 
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Our facts must lead somewhere. In our search for facts we may 
learn some which, while of interest, are not germane to the audit. Once 
we have decided that, we may note them for a future occasion, if 
appropriate, and then get back to our main goal. 


3. Analyzing facts 


Reduced to its simplest form, analysis requires the following oper- 
ations 


RECORD THINK RECORD. 


In other words, we first note what facts we have found, then we think 
them over and see what they mean, and finally we reach and make a 
note of our conclusion. The process of analysis may be entirely mental 
or it may be a combination of the written word and the mental process. 
When auditing, the second method is better. Our initial facts and ulti- 
mate conclusion should be in writing for future reference. As discussed 
later, it is also advantageous to record our reasoning process as well. 


When we have reached a conclusion, we may have to report it. 
Too often that conclusion may be found in the working papers in a way 
that does not relate it to the facts. As such, we cannot support it if it is 
questioned unless we go beyond the working papers. To obviate this 
common defect, it may be advantageous to report our analysis and 
conclusion as a regular working paper technique. The following may 
serve as a guide. 

Facts. Here state what facts have been gained, cross-referencing 

them to other papers as necessary, and indicating sources of 
information. 


Reasoning. Here explain how these facts relate to other known 
or possible circumstances. 


Conclusion. Here show what point is proved by relating the rea- 
soning to the facts. 


If our facts and reasoning fail to reach a conclusion, it is evident that 
our facts or reasoning are either incomplete or faulty, so that more work 
is needed. 


4. Conveying facts 


As we have already noted, reporting involves finding facts, analyz- 
ing them and telling somebody. We have also noted that it’s advisable 
to make a record of the initial facts, at the very least. Our medium for 
this is the audit working papers. Although we use them first to com- 
municate to ourselves, they are the foundation on which our whole 
audit depends. 
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While there are several techniques for conveying facts in auditing, 
let us consider the three-stage approach. This is convenient, in particu- 
lar, when a substantial period of time may elapse between the search 
for facts and the final report. 


Stage I — working papers. Our facts and conclusions are reported 
as we find them and reason them out. The content of working 
papers is generally bulky and rarely suitable for submission 
to busy executives. 

Stage II — intermediate report. This is prepared by the auditor in 
charge. It summarizes the salient points, and some of the less 
important ones as well. It is cross-referenced to the working 
papers and is presented with ample space for review notes. 

Stage III — formal report. This is the vehicle for reporting the 
facts by the audit staff to the management. It is as brief as 
possible and may often omit minor points covered in the two 
earlier stages. 


Although the methods and styles used in these reports differ, there 
are certain rules which must be observed in each. 


(a) Our facts must be absolutely accurate. If we have reason to 
doubt any of the facts presented, we must state those reasons. 


(b) Our facts must be well laid out. It is easier to grasp them if 
they are presented in an orderly fashion. 


(c) Our style must be clear. We must first think and then write. 
We must reach our reader rather than writing to ourselves. 


(d) We must substantiate, by fact and reasoning, every point that 
we have to make. 


(e) We must avoid irrelevant matter. Rather tear up a useless 
work sheet than present it just because it has been prepared. 

5. Working papers 

Working papers are reports. They are the bedrock of auditing. 
While good working papers may not always be a sign of good auditing, 
poor working papers invariably betray a weak audit. 

There are many rules to be observed in preparing satisfactory 
working papers. Here are just a few. 

(a) Write legibly. If they can’t be read what use are they? 

(b) Head each sheet properly. The reader can then see at a glance 
whether it’s a sheet he wants to read. 

































(c) 
(d) 
(e) 
(f) 
(g) 


(h) 


(k) 


(a) 


(b) 


(c) 


(d) 


(e) 
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Sign or initial each paper. The reader will then know whom 
to see if he wants further information. 

Date each paper. This is particularly important as conditions 
tend to change so fast. 

Leave a good right-hand margin. It’s useful for noting after- 
thoughts and review notes. 

Check the arithmetic. Arithmetical errors in working papers 
are a cardinal sin. 

Group the papers logically. This makes it easier for review 
purposes. 

Cross-reference generously. In this way the papers are not 
only easier to read but better protected against error and omis- 
sion. 


(i) Index the papers. This aids review and reference. (When the 


papers are voluminous sub-indices should be used, too.) 


(j) Use a follow-up sheet. Here one can record all matters which 


need further attention or decision. 


Use a good stout binder. Working papers sometimes get rough 
treatment and are often needed for reference long after the 
audit is finished. 


6. The intermediate report 


The auditor in charge of an assignment has two alternatives open 
to him in preparing his report. He may go straight from his working 
papers to a formal report or he may write an intermediate report. Ad- 
mittedly, 
and effort, but it is considered preferable for the following reasons: 


the latter course will involve the expenditure of greater time 


If it is not the auditor’s function to prepare the final report to 
management, the preparation of an intermediate report at 
least gives him good training in report-writing. 

It provides a comprehensive statement of audit findings, some 
of which it may not be appropriate to write into the final 
report. (For example, they may be better dealt with orally or 
by informal memorandum. ) 

It generally saves time in review work by the person who is 
to sign the formal report. 

Being fuller than the formal report, it is useful to have close 
at hand for reference purposes during the audit conference. 


It can, if appropriately laid out, serve as an index to the work- 
ing papers. 
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(f) It may need to make references to audit procedural deviations, 
a point which is generally not suitable for formal reporting. 


Pointers in writing this report are similar to those mentioned with 
regard to working papers. The following aids are also offered: 


Keep it concise. Details are in the working papers. 

Bring in no points that are not covered in the working papers. 

See that findings and conclusions are properly related to the objec- 
tives of the audit. 

If the working papers are well compiled, the intermediate report 
should not involve excessive effort. 


7. The formal report 

After the intermediate report is finished, we usually come to a 
mopping-up process, even in the best conducted audits. Loose ends are 
gathered together. Unfinished matters are pressed to conclusion or 
nearer to conclusion. Review notes are prepared and settled. Sometimes 
further audit tasks have to be performed. Finally everything takes shape 
and the formal report is drafted. 


Regardless of who drafts the report, the auditor in charge of the 
assignment must scrutinize it. It is his report. He is responsible for its 
contents — facts, figures, conclusions and recommendations. He should 
also participate in the audit conference. 


The draft formal report should be used as the text for the closing 
audit conference. To keep it in draft form at this stage is a wise pre- 
caution in case developments at the conference call for material changes. 
Comments and criticisms should be invited at the conference. Perhaps 
something has been slanted or an incorrect conclusion drawn. Perhaps 
additional facts or explanations are revealed at the conference. No for- 
mal report should be submitted without going through conference. The 
audit conference review is often the acid test of the report’s reliability, 
soundness and value. 


So much has been written on the subject of formal report-writing 
that it will not be dwelt on at length here. Suffice it to mention these 
pointers. 


(a) Keep it short. The reader is a busy man. 


(b) Make the points crystal clear. Leave no room for doubt be- 
cause of foggy expression. 


(c) Avoid irrelevancies and trifles. They detract from the signifi- 
cant findings. 


Frame the report for reader consumption. Avoid audit jargon. 
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(e) See that the typewriting and lay-out is beyond reproach. And 
it must be carefully proof-read. 


The formal report is often the principal means of communication 
between the auditing group and the rest of the company. Often it is 
the only tangible and lasting evidence that an audit has been made. 
It is the auditor’s shop-window. 


8. Transmitting the report 

The report should be sent out as soon as possible after the audit 
is finished and the audit conference has been brought to an end. The 
following should all receive a copy of the report: 

(a) The official to whom the auditor is responsible. 

(b) The head of the department whose function has been audited. 

(c) The company’s public accountants. 

The transmittal is preferably made with an accompanying letter or 
memorandum. Particularly if the report is lengthy, it may be advisable 
to mention in the covering note the salient points brought out in the 
report. 

Where confidential matters have to be touched on, they may be 
dealt with in any of various ways. 

(i) The report can be given restricted circulation. 

(ii) The confidential points can be covered as appendices to the 
report, the appendices being given limited circulation. 

(iii) The confidential points can be covered in a separate report or 
memorandum and touched on only briefly and diplomatically 
in the formal report. 

(iv) The whole report may be rendered orally instead of in writ- 
ing. 

In disseminating confidential data, it is important to recognize 
that the report must be complete in itself. If material but confidential 
information is omitted, the fact that there is such an omission should be 
mentioned in the report. Furthermore, the confidential information 
must be restricted to those persons who require to know it for the proper 
performance of their duties. 


9. Conclusion 


While these notes cover audit reporting from the beginning to end 
of an assignment, they are in no way intended as a comprehensive study 
either of auditing or audit reporting. They are merely a series of 
pointers. 


An audit without a report is like a man without a head. And the 
head is generally the most important part. 
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INTERNAL AUDITING CHECK LIST 


This is the last of a series of universal check lists which have been 
published with the purpose of (a) assisting and guiding an auditor 
in his day-to-day work and (b) helping those who are charged with 
the responsibility of developing an audit manual for their companies. 
With this last section of the check list we are summarizing, for refer- 


ence, those that have preceded it. 


Date of publication 


June 1951 1 
2 
3 
September 1951 4 
5 
6 
7 
December 1951 8 
g 
March 1952 10 
11 
September 1952 i1 
12 
December 1952 13 
March 1953 14 
15 
June 1953 16 
17 
September 1953 18 
19 
December 1953 20 
21 
March 1954 22 
23 
2+ 
June 1954 25 
25. Records 
25.1 


25.2 


general ledger? 


.2 Are all books of original entry journalized for 


Subject 
Cash on hand 
Petty cash 
Cash in banks 
Cash receipts 
Miscellaneous checks 
Fraud possibilities and prevention 
Fraud concealment and prevention 
Cash disbursements 
Fraud possibilities and prevention 
Accounts receivable 
Fraud possibilities and prevention 
Notes receivable 
Investments 
Inventories 
Investments 
Fixed assets 
Other assets, including intangibles 
Deferred charges 
Accounts payable 
Notes payable 
Accrued expenses 
Other liabilities 
Employees 
Payrolls 
Purchases 
Records 


Do you keep adequate accounting records? 


posting to 
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Do you use a series of standard monthly journal entries? 
Are all journal entries approved by a responsible official? 
Do journal entries show where supporting data is filed? 

Do you have a flexible numerical classification of accounts? 
Is a running monthly general ledger trial balance prepared 
for the fiscal year to facilitate comparisons? 

Are the accounts in the trial balance grouped so as to facili- 
tate the preparation of financial statements? 

Are account numbers shown on the trial balance? 

Is the trial balance occasionally reviewed by a responsible 
official ? 

Have all transactions, wherever they may occur, some form 
of checkable evidence numbered in numerical sequence? 
Do you encourage mechanical devices for record keeping? 
Do you have a complete analysis of the capital stock and 
surplus accounts since the company’s inception? 

Are corporate minutes kept up-to-date? 

Are you sure that there aren’t any reports or records which 
can be eliminated or consolidated? 

Are you sure that there isn’t any information being accumu- 
lated which is not needed? 

Is proper control kept over all kinds of records in current 
files and in storage? 

Do you discourage the use of accounts in your general ledger? 
Instead, do you make use of accounts? 

Do you keep a list of all authorized signatures for checks, 
vouchers, requisitions, etc.? 

If cost records are maintained, are departmental expenses 
and allocations of burden properly distributed? 

Are current laws and governmental regulations being 
observed? 

Do you have a definite program of internal auditing? 

Do you have a manual of instructions for the operation of 
each general ledger account and for all forms? 

Have you methods and procedures for each department? 
Are you audited by a public accounting firm? 

If you are, do you avail yourself of their services throughout 
the year? 

If company prepares its own income tax returns, are said 
returns reviewed by a competent tax accountant? 

Are budgets used as a means of control? 


Subject: 


By: 




























ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 
attention to the following Articles of Interest 


Electronics Down to Earth 


JOHN A. HIGGINS and JOSEPH S. GLICKAUF, 
Arthur Anderson & Co. 


Published in the Harvard Business Review, March-April 1954 


In an editorial note it is stated that the authors of this article are 
management consultants who have devoted much of their time to 
large-scale mechanization programs and who have specialized dur- 
ing the last three years in possible applications of electronic com- 
puters to accounting and business problems. It is further stated that 
their firm Arthur Anderson & Co., is assisting the General Electric 
Company in the installation of the first large-scale computer for use 
in accounting and related operations. 


The subject of this article is the application of electronics to busi- 
ness as evidenced by the development of the general-purpose elec- 
tronic computing machine. The authors describe the characteristics 
of the electronic digital computer: wherein it differs from electronic 
calculators; what it can provide management; and what it can 
offer in the way of reduced clerical costs. Also, the authors attempt 
to clear up some of the misconceptions surrounding tape-operated 
electronic equipment. 


At the outset, the authors cite the two operating characteristics of 
the electronic computer which more than anything else distinguishes 
this machine from other mechanical office devices. One, the com- 
puter has the ability to follow through a long series of sequential 
operations without human intervention, and, two, it has a high speed 
of operation. When installed by a business organization, the elec- 
tronic computer will make possible, the authors contend, dollar 
savings through reduced clerical effort. The machine will reduce the 
number of steps of an operation; it can handle most exceptions to 
regular procedures; and it can handle new work previously regarded 
as unsuitable for mechanical application. 


According to the authors, even more important than the savings 
accruing from the use of the electronic computer is the control in- 
formation that the machine will provide management. Whereas in 
the present and past, accounting and reporting has been on a his- 

torical basis, the machine will provide a means of reporting in terms 
of the future. The authors feel strongly about the uses of the elec- 

tric computer as a business forecasting tool; and they examine three 
areas—production control, projection of labor requirements, and 
sales analyses—where application of the electronic computer is 
significant. 


Lastly, the authors discuss the economic feasibility of electronic 
computers in the light of some of the misconceptions about the 
application of electronic machines which have arisen and some 
future trends in the computer field when applied to business. 
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A Slight Case of Overcommunication 
PERRIN STRYKER 
Published in Fortune, March 1954 


In the past, our literature has stressed only one aspect of manage- 
ment’s communications problem: too little information being passed 
upwards and downwards. That there is also another aspect to this 
problem, overcommunications, can be seen in the experience of one 
particular company which are fully described in this article. 


Within this company there exists complete freedom in exchanging 
information. There are four different kinds of information trans- 
mitted: (1) essential specific operating information; (2) informa- 
tion about company plans and sales activities; (3) perpetual grape- 
vine information concerning the company and its personnel; and 
(4) day-to-day bits and pieces of news and background information 
about orders, operations, and plans that flow up and down the line 
between top management and lower echelons. According to the 
company president, it is the fourth category of information indi- 
cated above which often causes frustration and confusion in the 
minds of his managers. Furthermore, this occurs most often at the 
“sub-middle” management level where the personnel do not have 
enough perspective to evaluate the “dope” which they receive. 


To illustrate, the author describes the confusion and frustration 
caused by the free and easy exchange of information within man- 
agement. He discusses first what happened when full information 
about job costs including direct labor and overhead was circulated 
among various executives. As another example of frustration caused 
by overcommunication the author describes management's efforts 
on one occasion to get a rush job through the shop. In the light of 
his company’s experiences the author analyzes the problem of over- 
communication within management and he suggests that possibly 
its solution lies in the discreet withholding of information from 
executives at levels lower than top-management. 


A Case Study of Effective Standard Costs 
JOSEPH PELEJ, Price Waterhouse & Company 
Published in Controllership: Trends and Techniques, 1953 


In this article the author, Mr. Pelej, expresses in the light of his 
experience some opportune thoughts on the development and install- 
ation of a standard cost system. During the last ten years, he points 
out, there has been a greater appreciation of the function of a cost 
system and a trend toward the adoption of standard costs. However, 
in order to gain wider acceptance of complete standard cost systems 
among companies top management must be convinced of the fact 
that a standard cost system is primarily a management control 
device and that it enables management to make quicker and more 
informed decisions. 


At the outset, the author points out that the main shortcomings of 
the process cost and job order cost systems are that they are histor- 
ical in character and they provide management only with informa- 
tion as to what the costs are. The main objective of a standard 
cost system, the author contends, is to provide management with a 
“vardstick”, a comparison of actual figures with the predetermined 
or expected performance data. He compares the standard cost system 
with some of the conventional systems and dispells some of the 
commonly held objections to a cost system based on standards. 


Mr. Pelej considers next how best to approach the development of 
standards and the evaluation of results. With regard to the first, 
the author points out that the initial standards need not be perfect 
as long as they are based on past performance and reflect current 
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conditions. In this connection he recommends the establishing of 
a committee comprising representatives from the accounting de- 
partment whose function it would be to conduct studies and to pass 
upon the standards to be used. As to the second, the evaluation of 
results, the author discusses at some length the reports growing 


out of an effective standard cost system. 


He describes the role of 


the cost analyst. He points up the qualities a good cost report should 
have and he discusses ways and means to promote the effectiveness 
of the standard cost system established among company personnel. 


Internal Control—as Desired by External Auditors 


DONALD J. BEVIS, Partner: Touche, 


Published in the Illinois Certified Public Accountant, 
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this area is the establishment of well-defined organization lines 
as to responsibility and authority. In this connection, especially, a 
proper budget organization whose job it is to see that a budget gets 
started should be established. 


The next group of prerequisites which the author discusses are 
those which the accountant can develop and supply. The first of 
these, the author states, is “ roper classification of accounts 
and statistics that will oloqaady reflect various items of vol- 
ume, income and expense.” The accountant should also see to it 
that the account-distribution system is adequate and accurate. 
Among others, the accountant should also develop budgetary pro- 
cedures which provide a “total control program”; he should also 
develop variable or flexible budget procedures. There should be 
prepared also a detailed time schedule fixing the dates to be ob- 
served in the actual preparation of the budget. 


Next, the author comments generally on the actual preparation of 
a budget. He states that budgeting cycle can be cad remem- 
bered by identification with the first four letters of the alphabet 
A, B, C, and D as follows: 

A. Analyze your business and your industry 

B. Budget your operations 

C. Compare actual with budget 

D. Do something about variances 


He then proceeds to discuss each of the four operations associated 
with the budgeting and control program; how best to carry out each 
phase of the budgeting cycle; what each includes, and lastly, the 
role and use of standard costs. 


Operations Research—A Tool of Management 
EDWARD J. THOMAS, JR., Managing Director, Thomas & 


Associates, Birmingham, Alabama. 
Published in N.A.C.A. Bulletin, December 1953 


One finds in this article a brief description of the technique called 
operations research, a further application of statistics to accounting. 
The author states that its objective is to provide executive depart- 
ments with a quantitative basis for decisions regarding the opera- 
tions under their control, and that it establishes a scientific method 
for determining in advance what effect the decisions of manage- 
ment will have on the earnings of the company as well as on the 
stability of its financial position. 


At the outset, the author explains the nature of operations research 
and the need for it in business today. He points up the use of 
analytical methods by engineers, and he feels that such methods 
can be employed successfully by business managers. 


The author discusses the use of the asset side of the balance sheet 
in tracing out a process-flow diagram of how a business operates as 
a money-making enterprise. He considers primarily the flow of cur- 
rent and fixed assets, their influx and outflow, and how the excess 
of one or the other determines whether or not the business will 
operate profitably. Thus, the balance sheet flow affords a means of 
examining the economic mechanism of a business. Once the lines 
of flow by which assets pass through operations are established, the 
flow of values through the circuits in a system can be directed 
and controlled. 


Through the use of a process-flow diagram and a study of the best 
combination of balance sheet factors it is possible to determine 
operational constamts that are peculiar to a business. Once these 
constants are properly evaluated management can control operations 
more intelligently. 
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Cost Accounting 


JOHN G. BLOCKER and W. KEITH WELTMER, Professors of 


Accounting at the University of Kansas 
Published by McGraw-Hill Book Company, 1954 


This textbook is a third edition of an earlier work on the objec- 
tives and procedures of cost accounting. The authors state that the 
revision makes possible an up-to-date text which surveys the field 
of cost accounting. 


The scope of the text can be better gleaned from the following as- 
pects of the subject matter covered: 


Part I—Fundamentals ef Cost Accounting 

Part II—Accounting for Production Costs 

Part I1I—Control and Accounting for Distribution and 
Administrative Costs 

Part IV—Cost Analysis and Reports 


Designed mainly for students, this edition contains illustrative 
material and cases. There is also a series of questions and problems 
following the textual material; many of the problems are based 
upon case studies of actual business enterprises. 


(623 pages — Price $6.50) 


Practical Financial Statement Analysis, Third Edition 
ROY A. FOULKE, Vice-President, Dun and Bradstreet, Inc. 
Published by McGraw-Hill Book Company, Inc., New York, 


This is the third edition of a single-volume reference work dealing 
comprehensively with the analysis of financial statements. Refer- 
ences have been brought up-to-date and new material has been 
added. The book is designed for use by business executives, bankers, 
accountants, and credit men. Subjects covered include the following: 
background information; internal analysis of balance sheets; com- 
parative analysis of balance sheets; income statements; analy sis of 
surplus accounts; and recent evolution in accounting theory and 
practice. The appendix contains an up-to-date table of fourteen 
important ratios for 72 lines of business activity. 


(710 pages — Price $10.00) 


Outline of Petroleum-Industry Accounting 
Published by the American Petroleum Institute, 1954 


This new book on accounting systems and procedures commonly in 
use in the petroleum industry was developed and prepared as a pro- 
ject of a subcommittee of the Financial and Accounting Committee 
of the American Petroleum Institute. In the introduction it is 
clearly stated that “this outline is not intended as a recommendation 
of any system of accounts or of the applicability of the information 
set forth to any particular company;” rather, it is designed for use 
by oil companies as a reference book and as a guide for the train- 
ing of new employees. Among others, it is intended also for use 
by the interested public and by students in order to acquaint them 
with accounting practices in the petroleum industry. 


The book is divided into the following five sections: Section I— 
Chart of Accounts and Coding System; Section II—“General” 
Accounts; Section III—Description of Departmental Activity; 
Section IV—Alternative Methods of Accounting; Section V—Illus- 
trative pro Forma Financial Statements 
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The chart of accounts, written-up in the first section, contains re 
resentative accounts arranged in financial statement order. e 
“general” accounts described in Section II refer to those accounts 
which may be applicable to more than one department whereas 
the accounts described in Section III are unique to individual 
departments of an oil company. In Section IV, there is discussed 
alternative methods and procedures for handling such aspects of 
accounting as inventory valuation, oil exchanges, and depreciation, 
depletion and amortization of properties, plants and equipment 


Of particular interest to this reviewer is the information contained 
in Section I1]—Departmental Activity. One finds therein a descrip- 
tion of the principal activities of an oil company divided function- 
ally-wise. These functions or “departments”, as they are referred 
to, cover the complete cycle from the exploration for oil to market- 
ing the product, and are as follows: producing; natural-gas process- 
ing and cycling; pipe-line; crude purchasing and storage; refining; 
tank-car; marine; marketing; and administrative. Under each 
“department”, treated separately, there is explained its operating 
functions together with the applicable account relating to the de- 
partments under consideration. 


A noteworthy feature of this book is the set of illustrative pro 
forma consolidated financial statements constructed from the chart 
of accounts. 


(165 pages — Price $3.00) 
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